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OUR CLIENTS GET OUR BEST

Client service is simple in concept—exceed
client expectations for quality, provide
consistent results and excel in the activities

that clients value most. Ensuring reliable,

high-quality performance is what Bear

Stearns strives to achieve.

We seek to be an important partner to

i s i s

our clients, touching every aspect of their

businesses. By servicing them across the
full spectrum of their operations, we
deepen our knowledge of them. This
depth of understanding assists us in

anticipating their needs and in becoming

a more significant provider of products

and services to them.

Our greatest satisfaction comes from

helping clients transform strategic vision

into corporate value. And, as we work with
clients to successfully build their businesses,

we also build our own.
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broaden our product and service offerings, expand our operating platform, and recruit and retain the best talent
are in large part responsible for the growth in our earnings.

In 2003 we capitalized on unprecedented fixed income market conditions and an improving equity
environment. Revenues were at an all-time high of $6 billion. Our profits were up more than 30% to
$1.2 billion, with earnings per diluted share of $8.52, again, the highest ever reported by Bear Stearns. Our
pre-tax profit margins expanded by 400 basis points to 29.6% for the fiscal year and our return on equity
topped 20%.

Our stock price increased 13%, and we increased our quarterly dividend by 15% during the fiscal year. Our
long-term focus and strategic objective is to consistently produce industry-leading returns throughout economic
cycles. We have sharpened this focus by closely aligning stockholders’ interests with management’s—
over 40% of the fully diluted shares are held in employee hands—and through the breadth and balance of the
collection of businesses within Bear Stearns. »

Bear Stearns enters 2004 stronger than ever, and I thank our clients for their confidence in us and in the job we
do for them. To all of our employees around the globe, 1 thank you for your hard work and contribution to the
tremendous year we had in 2003. To our stockholders, thank you for the trust you have put in Bear Stearns, and

I look forward to a successful 2004.

Sincerely,

@&ww c. Gt

James E. Cayne
Chairman of the Board
and Chief Executive Officer

DEAR STOCKHOLDER,

Meritocracy is a word I use often in describing Bear Stearns. It is a concept that demands that the best ideas,

talent and products thrive. It is the underpinning of the way we do business. Our objective is to earn the right to

serve our clients, to help them solve their problems and achieve their goals. It is also the way in which we seek to

gain our stockholders’ trust and confidence.

Meritocracy is a system that works in every aspect of our culture. The tremendous results we achieved in

2003 were born out of our collective desire to improve. The steps we took over the past three years to cut costs,
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FINANCIAL HIGHLIGHTS

The following table presents, for the periods and as of the dates indicated, selected statement of income data and balance sheet data of The Bear Stearns

Companies Inc. on a consolidated basis. The selected historical consolidated financial data for each of the four fiscal years ended November 30, 2003,
2002, 2001, 2000, the five months ended November 26, 1999 and the fiscal year ended June 30, 1999 presented below has been derived from the
company’s audited consolidated financial statements. Such data should be read in conjunction with both the consolidated financial statements and related

notes and “Management’s Discussion and Analysis of Financial Condition and Results of Operations” included in this annual report.

Fiscal year ended | Fiscal year ended Fiscal year ended  Fiscal yearended  Five months ended  Fiscal year ended
November 30, 2003 | November 30, 2002 November 30, 2001 November 30, 2000 November 26, 1999°  June 30, 1999

(in thousands, except common share and vther data)
Resuits
Revenues, net of interest expense $ 5,994,491 $ 5128236 $ 4,907,035 $ 5475678 $ 1938503 § 4502124
Employee compensation and benefits 2,880,695 2,508,197 2,528,852 2,788,638 964,529 2,265,830
Non-compensation expenses 1,341,527 1,309,076 1,443,739 1,515,517 520,382 1,172,186
Total expenses 4,222 222 3,817,273 3,972,591 4,304,155 1,484 911 3,438,016
Net income $ 1,156,406 $ 878,345 $ 618692 § 773183 $ 285814 § 673,048
Net income applicable to common shares $ 1,125,031 $ 842739 § 579579 % 734070 § 269517 § 633618
Financial Position
Total assets $212,168,110 $184,854,423 $185,530,228  $168,631,602 $162,037,962  $153,894,340
Long-term borrowings $ 29,430,465 | $ 23,681,399 $ 23429054  $ 20,095,888 $ 15911392  $ 14,647,092
Guaranteed Preferred Beneficial Interests in

Company Subordinated Debt Securities’” | § 562,500 | § 562,500 $ 762500 § 500,000 $ 500,000 $ 500,000
Stockholders’ equity $ 7,470,088 | $ 6,382,083 $ 5628527 § 5,654,288 $ 4941947 § 49555009
Common Share Data
Basic earnings per share®? $ 944 | § 700 § 449 § 537 $ 178  § 426
Diluted earnings per share'® $ 852 | $ 647 427§ 535 178§ 426
Cash dividends declared per comman share® | § 074 | $ 062 % 060 § 055 $ 029 % 0.56
Book value per common share'? $ 4869 | § 3994 $ 3384 § 3151 § 2693 % 25.60
Common shares outstanding®® 142,369,836 | 145591496 146465210 158,039,960 165,956,810 167,265,996
Financial Ratios
Return on average common equity 20.2% 18.1% 13.7% 19.1% 16.6% 18.8%
Profit margin(‘” 29.6% 25.6% 19.0% 21.4% 23.4% 23.6%
Uthef aﬁa (in billions, except employees)
Assets under management $ 271 | § 240 §$ 242  § 195 % 130 $ 12.2
Employees 10,532 10,574 10,452 11,201 10,081 9,808

* On January I8, 2000, the Company’s Board of Direciors elected to change its fiscal year end 10 November 30 from June 30, effective wiih the fiscal year beginning November 27, 1999.
(1) As of November 30, 2003, and 2002, Guaranieed Preferred Beneficial Interests in Company Subordinated Debt Securities consists of $300 million of Preferred Securities issued by Bear Stearns Capital
Trust 11 and $262.5 million of Preferred Securities issued by Bear Stearns Capital Trust 111, As of November 30. 2001, Guaranieed Preferred Beneficial Interests in Company Subordinated Debt Securities
consists of 8200 million of Capital Securities issued by Bear Stearns Capital Trust 1, $300 million of Preferred Securities issued by Bear Stearns Capiial Trust 1 and $262.5 miflion of Preferred Securities issued
by Bear Stearns Capital Trust 111, As of November 30, 2000, November 26, 1999 and June 30, 1999, Guaranteed Preferred Beneficial Interests in Company Subordinated Debr Securities consists of $200 million
of Capital Securities issued by Bear Stearns Capital Trust | and 8300 million of Preferred Securities issued by Bear Stearns Capiral Trust 11.

(2) Reflects ali stock dividends prior to November 30, 2003.

(3) Common shares outstanding includes units issued under certain stock compensation plans, which will be distributed as shares of common stock.
(4) Represents the raiio of income before provision for income 1axes to revenues, net of interest expense.
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ALAN C. GREENBERG
Chairman of the Zxecutive Commitiee

RiCHARD R. LINDSEY
Management & Compensation Committee

ALAN D. SCHWARTZ
Zresident and Co-Chiel Cperating Cificer
Zxecutive Cormittee
Management & Compensation Committee

WARREN J. SPECTOR
Zresident and Co-Chief Operating Cfficer
Zxecutive Committee
Management & Compensation Committee

EXECUTIVE MANAGEMENT

(FROM LEFT TO RIGHT)

JAMES E. CAYNE
Chairman of the 3oard
and CThief Zxecutive Cfficer
Executive Committee
Chairman of thz
Management & Compensation Committee

ROBERT M. STEINBERG
Management & Compensation Committee

BRUCE M. LISMAN
Management & Compensation Committee

MICHAEL MINIKES
Treasurer

STEVEN L. BEGLEITER
Management & Compensation Committee

MARK E. LEHMAN
Zxecutive Vice President
Zxecutive Committee

SAMUEL L. MOLINARO JR.
Executive Vice President and
Chief Financial Cfficer
Zxecutive Commiittee
Management & Compensation Committee
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BEAR STEARNS BUSINESSES AT A GLANCE

CAPITAL MARKETS
Institutional Equities consists of sales, trading and research in listed
and over-the-counter securities and in areas such as portfolio block

trading, convertible bonds, equity derivatives and risk arbitrage.

Fixed Income offers sales, trading and research in product areas such
as mortgage- and asset-backed securities, corporate and government
bonds, municipal and high yield debt securities, foreign exchange and

fixed income derivatives.
Investment Banking provides clients with services in capital raising,

strategic advice, mergers and acquisitions, venture capital and

merchant banking.

GLOBAL CLEARING SERVICES
Global Clearing Services offers customized services in securities

processing, margin lending, trade execution, global securities borrowing

and custody. Clients, which include hedge funds, broker-dealers and
Registered Investment Advisors, use the division’s broad service
platform through Bear, Stearns Securities Corp. Additionally, security
custody services are available through Custodial Trust Company.

WEALTH MANAGEMENT
Private Client Services represents a select group of more than
500 brokers who meet the investment needs of a wide range of

investors, particularly high-net-worth individuals.

Bear Stearns Asset Management (BSAM) is committed to
providing corporations, governments, non-profit organizations,
foundations, endowments, individuals and other groups with
world-class investment strategies in traditional and alternative
assets and thorough communication of both risks and returns.

THE BEAR STEARNS COMPANIES INC.
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'CAPITAL MARKETS
By identifying an opportunity and creating
the means to capitalize on it or confronting
an obstacle and overcoming it, we listen
to client needs and help them gain a
competitive edge. When it comes to
fixed income, equities or investment
banking, at Bear Stearns we observe,
understand and envision.

Then we put ideas into action.
Whether it is an intricate securitization,
large trade or a critical acquisition,
our cross-disciplinary teams present
integrated solutions and flawless
execution. Everyone working toward
the ultimate end, to fulfill the client’s
objectives. That is the concept:

From mind to market, translating

vision into value.

THE BEAR STEARNS COMPANIES INC.
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Fixed
Income

E or the third consecutive year, revenues in the Fixed Income

Division reached record levels. Revenues were $2.9 billion,
with each of the three business segments—mortgage, credit and
interest rate products—reporting improved year-over-year
results. Over the past three years, we have taken measured steps
to broaden and deepen our relationships with existing clients
and expand - the firm’s product offerings. These efforts left us
well positioned to benefit significantly from the continued
confluence of favorable market conditions, including low interest
rates and a steep yield curve.

The combination of favorable market conditions and the
expansion of our franchise allowed us to capture greater market
share in many businesses and fueled the division’s significant
revenue growth and profitability. Net revenues were 51% higher
in 2003 than in 2002, with a greater diversity of revenue sources.
Three vears ago there were two businesses that produced
revenues in excess of $100 million; in 2003 that number
expanded to 14.

Five of these separate businesses fall within our top-ranked
Mortgage Department, where our capabilities run the full spectrum
of the mortgage pipeline, from purchasing loans from originators
to selling, securitizing and servicing loans. Our product offerings
span both fixed- and adjustable-rate residential mortgages,
commercial mortgages, consumer receivables, asset-backed and
structured debt securities.

Institutional Investor Research Group recognized a number
of our trading desks in its 2003 survey. Adjustable-Rate
Mortgage Securities ranked number one, Collateralized Mortgage

Obligations ranked second, Treasury Strips, Mortgage-

Backed/Structured Securities ranked third and Commercial
Mortgage-Backed Securities and Distressed Securities ranked
fourth. Furthermore, International Financing Review has
named Bear Stearns as the number two firm for US mortgage-
backed securities in 2003. These rankings underscore the
longstanding dominance of our capabilities in the mortgage
product marketplace.

In 2003 the credit product businesses demonstrated the
greatest improvements in net revenues of any of the three major
business segments. Positive developments in the credit markets
together with the continued expansion of our franchise resulted
in record revenues from our credit activities in 2003. In particular,
we experienced record revenues in our high grade, high yield
and distressed businesses, which benefited from healthy primary
and secondary trading activity. The emerging market business
achieved a more than 100% increase in revenue and a top 10
underwriting ranking in Latin American debt issuance. Having
completed the buildout of our bank loan trading group, we
now offer a full suite of capital-raising products to our non-
investment-grade clients. This has resulted in increased market

share and record profitability in our leveraged finance business.

§2,925
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Fixed Income Net Revenues (i mitiin)
For the wwelve-month periods ended 11/30
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An area of focus for future growth is in credit derivatives. This
capability will add to our franchise in a number of different ways;
in addition to increased revenues from our core derivative business,
enhanced hedging and asset swap products and the development
of synthetic alternatives in credit risk management all stem from
the continued development of credit derivatives expertise.

Our interest rate businesses also performed well, with each area
producing more than $100 million of revenue. Higher transaction
levels, increased market share and greater profitability were the
results of our commitment to become a more significant market
maker in interest rate products. As evidenced by Federal Reserve
statistics, our government bond trading group increased its
customer activity by 50% over the last two years. Our agency debt
origination team has achieved tremendous results with our frequent
issuer clients and home loan banks. In the interest rate derivatives
business, volumes increased and the foreign exchange franchise
experienced explosive growth with record customer flows.

Continuing our longstanding strength in the municipal bond
market, we ranked third in the industry, with an 8% market share.
The $10 billion State of Illinois pension obligation bond
transaction was the largest municipal bond deal ever priced, and
Bear Stearns served as the bookrunning manager. In 2003 we
also maintained our dominant market share in the public housing

and tobacco securitization sectors.

In Europe, fixed income revenue increased more than 100%
year over year, with every area of the franchise showing
growth and profitability. Our success is in part due to our abil-
ity to “import” and apply the knowledge and expertise we have
developed in our US mortgage franchise into the European
market. We are building upon our core strengths in originating,
structuring and distributing complex products. In particular,
the European debt corporate finance area has seen tremendous
growth in the asset-backed, mortgage, private placement,
frequent borrower new issue and leverage finance areas.

Our businesses are geared toward facilitating customer order
flow and market making and, as a result, the volatility of our

average daily trading activity is consistently one of the lowest in

our industry peer group.
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CAPITAL MARKETS

Institutional
Equiti
ff\xi ur capabilities in Institutional Equities grow ever
U
w

technology and a wide range of products during the long

stronger. The successful investments we made in people,

market downturn were apparent in 2003. During a time of
depressed equity market activity, we expanded market share
and enhanced profitability. We worked to improve the efficiency
of our product delivery, further trimmed expenses to improve
our cost structure, and reported net revenues of $932.6 million
in 2003. h

The foundation of our equities business is our sales and
trading area. This is where client relationships are fostered and
developed and an area where we have devoted much time and
attention. In 2003, Institutional Investor Research Group’s
equity market survey ranked our sales force number one. The
quality and intensity of our service and responsiveness, the
quality of our relationships with clients, and our understanding
of their needs and strategies were what set us apart.

Research plays a central role in this service platform. It is
critical to our clients that they receive timely, insightful infor-
mation and opinions regarding the companies and industries
that are most important to them. And our research analysts
deliver. Clients value the in-depth, forward-looking work that
our research analysts provide. We cover 1,000 companies
globally in more than 100 industries and approximately 50%
of the Standard & Poor’s 500.

Clients expect flawless full-service execution and an ability

to commit capital when necessary. Reflective of our traditional
strengths in trading and the importance of in-depth research
to our clients, our market share expanded.

Our international equity sales and trading businesses
returned to profitability in 2003 in the face of still difficult
conditions. Our very strong position in Latin America was a
positive as those markets improved. For the past three years,
we focused on expanding and upgrading our sales and trading
areas and establishing our research platform in Europe. Last
year, our European equities business delivered increased revenues
and significantly improved market share as a function of our
growing product and execution expertise.

The desire to serve our clients better and offer an ever-
widening range of products and services led us to further
build out our execution-only facility in 2003. Institutional
Direct, Inc. (IDI®) provides fast, anonymous, low-cost execu-
tion-only services, including portfolio trading, direct access
trading and active sales trading to a growing client base. From
its inception in 2001 to today, IDI's trading volume has
nearly doubled.

In risk arbitrage, we have been setting the standard for
excellence for more than 70 years. Our weekly US and
international deal surveys remain the handbooks for the arbi-
trage community. In 2003 we continued to deliver superior
value to our extensive customer base despite extremely low
activity levels for mergers and acquisitions. In the investable
merger universe, the number of announced deals in the United
States stood at 225 in 2003, well below the 610 deals

THE BEAR STEARNS COMPANIES INC.
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announced in 1999, However, the value of all US deals ended
2003 more than 50% above where it averaged for the year. The
risk arbitrage business is well positioned to benefit from
increases in deal activity in 2004.

The demand continues from our client base for solution-
driven services. We are responding by partnering with other
areas of the firm to deliver seamless product offerings
among Institutional Equities, Global Clearing Services and
Derivatives. In equity derivatives, there has been increased
usage of flow equity derivative products such as listed options
and exchange traded funds by a wide range of investors. The
convergence of the markets for single stock options, credit
default swaps and convertible bonds also presents an opportunity
for us. We hope to leverage the success we have experienced
in index products trading and sales to increase market share in
this area.

We view the relative size of our businesses as a competitive
advantage. We are nimble enough to continuously adapt to
changing client needs and market conditions while staying
close to our customers. Our size allows us the luxury of having
a close relationship and better understanding of our clients’
needs, while at the same time we are large enough to offer

a full range of equity products.

Convertible Plus Call Spread
Pharmaceutical Resources

Pharmaceutical Resources, a developer, manufacturer
and distributor of a broad line of generic drugs, was
interested in ultimately raising equity capital while
faking advantage of the market's historic low cost of
borrowing. A convertible bond—debt that investors
can convert into equity under specific terms—
seemed to be the obvious and ideal structure.

But the company’s needs were more complex and
they required more than a simple convertible bond.
They wanted to offer investors an attractive
instrument while protecting their shareholders from
undue equity difution. Bear Stearns tapped its
structuring and execution expertise and presented
Pharmaceutical Resources with what was essentially
an enhanced convertible—an offering that would
allow them to achieve the economic efficiency of a
convertible bond, while minimizing the number of
shares that would need to be issued to retire the
outstanding debt.

The solution sounds complicated——Bear Stearns
helped Pharmaceutical Resources issue a convertible
bond, purchase a call option to buy back its stock at
the debt’s conversion price, and sell options at a
higher stock price to help offset the cost of the hedge.
But simply put, the company raised a low-cost debt
convertible into common stock and, through the
hedge, synthetically raised the effective conversion

price of the bonds, which limited potential equity

dilution.

Since the actual conversion price remained
unchanged for the purchasing investor, demand for
the bond was strong. In fact, there was $1 billion
worth of arders for $200 million worth of securities.

Simple combinations addressing complex issues.

THE BEAR STEARNS COMPANIES INC.
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nvestment
Banking

s investment banking activity continued to drop across

Wall Street in 2003, our investment banking revenues rose
and, despite the difficult market environment, we strengthened
our banking platform. Revenues were up 8.8% to $961.3 million
in 2003, with merchant banking and high yield underwriting
demonstrating extremely strong results and significant growth
in mergers and acquisitions (M&A) activity.

These results reflect the steps we have taken to more
comprehensively meet our clients’ needs. We have sharpened
our strategic focus and broadened our approach to banking,
M&A activity and financial advising. The roots of our banking
franchise lie in intensive thematic analysis. We take the time
to extensively study and understand the critical drivers of our
clients’ businesses. It makes our bankers strategic thinkers
who view the larger landscape of possibilities instead of
providers of commodity products and rehashed ideas. To support
this all-encompassing approach, the underlying infrastructure
of the department was redesigned to create strong internal
partnerships between our targeted industry groups and full
range of product proficiencies. Debt and equity capital market
origination, leveraged finance and structured product capabilities
have been integrated with investment banking. An internal
joint venture has brought our derivatives and banking teams
closer together. The result has been a comprehensive solution

that leverages firmwide expertise and unifies product delivery.

The power of these partnerships has been evident in some

of the groundbreaking work we completed for our clients in
2003. The balance sheet restructuring at XM Satellite
employed a full range of banking and financing functions. The
auto loan securitization that we led for GM, Ford and
DaimlerChrysler was an example of innovation in product
development and efficiency in distribution. Investment
Dealers’ Digest’s Media and Entertainment Deal of the Year
highlighted the transaction in which we represented General
Motors Corp. in its tax-free split-off of Hughes Corporation.
Our long-term dedication to this client saw it through an
extremely complex deal involving close coordination with
multiple parties both in and outside the firm.

Effective coordination of this type relies on capable
professionals working together closely to achieve the client’s
objectives. The dislocation in the marketplace over the past
several years has worked to our advantage, as it has allowed us
to continue to hire talented individuals. Many have found our
entrepreneurial culture, which rewards creativity and productivity,
extremely attractive. We have built a company that gives people
a place where they can do business without being burdened by

bureaucracy, in a flat, dynamic management structure.

THE BEAR STEARNS COMPANIES INC.




Clients” needs go beyond international borders and so
does our reach; our focused industries are essentially global
ones. We add value to our US clients by understanding strategic
European trends and aid our international clients by sharing
cutting-edge developments in the United States. Although
European underwriting and M&A markets have been challenging
in the recent past, we have made progress in our targeted
industries. We are well positionedAfor an upturn in financial
sponsor activity in Europe and will continue to build out our
capabilities by selectively hiring talented bankers and closely
coordinating our US and European businesses.

Another aspect of our banking franchise is our private
equity investing arm. Bear Stearns Merchant Banking (BSMB)
continued to be an active and productive part of our banking
franchise. We realized $173 million in revenues in 2003 from
our investment in teen clothing retailer, Aeropostale, Inc., as we

completed the sale of our remaining shares. BSMB currently

Industry Groups Product Partnership

Technology M&A
Media Leveraged Finance
Telecom Equity Capital Markets
Healthcare

Debt Capital Markets

Financial Institutions Structured and

Global Industries Derivative Products

manages a $1.7 billion equity capital pool and, since its
inception in 1997, has been an investor in more than 30 portfolio
companies. In 2003, five new investments were announced:
CamelBak Products,

Investments, Keystone Automotive and Reddy Ice. A strategic

Inc., Sutton Place Group, Cavalry

partnership with Giuliani Partners LLC has designated $300
million of the fund’s capital for investments in the public safety
and security sectors. Bear Growth Capital Partners was also
formed during the year to focus on identifying private equity
investment opportunities in middle market companies valued

between $10 million and $100 million.
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GLOBAL CLEARING SERVICES

Navigating the financial markets is
complicated. But for hedge funds, broker-
dealers and Registered Investment Advisors,
Global Clearing Services is there to help
simplify. Through focus, dedication,
thoughtful analysis and new approaches
to ongoing situations, the vast resources
of Bear Stearns are available to each

one of our clients to tackle the intricate
world of investing.

We help clients operate better, faster
and more efficiently while giving them
access to the latest technology and the scope
and capabilities of a global financial services
firm. We have built our reputation by
addressing multi-faceted issues and
by consistently performing. For assistance
in making the complex run smoothly,
clients count on us.

And we deliver.

THE BEAR STEARNS COMPANIES INC.
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GLOBAL CLEARING SERVICES

Global Clearing
Services

hirty years ago, Bear Stearns was a pioneer among major

Wall Street firms by making clearing a central business.
Today our Global Clearing Services (GCS) unit is one of the
largest in the world: In fiscal 2003, we cleared more than
50 million trades in 73 countries and held more than
$200 billion in customer assets. As of November 30, 2003,
margin balances exceeded $43 billion and customer short balances
totaled more than $71 billion. Net revenues for the year were
$784 million. With more than $40 billion of cash in client
accounts, we anticipate the potential for significant additional
revenue in an improving equity environment as clients begin
to actively invest this cash in the markets.

The firm’s historical commitment to clearing is reflected
not only in the size of the business, but in our dedication to
client service. First, the separation of clearing into a separate
broker-dealer, Bear, Stearns Securities Corp. (BSSC), a whol-
ly owned subsidiary of Bear, Stearns & Co. Inc., insulates our
clients’ assets, providing unparalleled client protection.
Further, we continue to make the investments necessary o
offer our clients cutting-edge technology, research and
reporting systems. The combined power of a dedicated clearing
business and the strengths of a world-class investment bank
provides our clients with both economies of scope and
economies of scale. Moreover, our risk analysis and management

systems include proprietary tools and techniques that both

Average Daily Transactions Cleared (i shousandsy)
For the twelve-month period ended 11/30

protect the firm and its stockholders and deliver a consistency
of service which we believe to be the best in the business.

Today, perhaps GCS’s greatest strength is its unique
position in offering clients three separate but complementary
services: traditional clearing, or broker-dealer services, prime
brokerage services, and our newest business, Registered
Investment Advisor (RIA) services. For GCS, these represent
synergistic businesses that utilize a common infrastructure
across a broad client base, thereby reducing the overall cost to
deliver these services. Our clients, many of whom may be
diversifying their own businesses, find it invaluable to have all
three of these services in one place, where the same team of
dedicated and experienced professionals can help them with
all of their business needs.

Another principal advantage for GCS clients is the ability to
provide access to Bear Stearns’ unparalleled strength in other
areas of financial services. When it suits our clients’ needs and
business models, they take advantage of the range of Bear
Stearns’ expertise and services, particularly in equities and fixed

income securities and derivatives.
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In 2003 HedgeWorld ranked us the largest prime broker
in the United States and second largest in the world.
Internationally, we continue to expand and improve our prime
brokerage business, which serves European hedge fund managers.
We launched our RIA business by adapting many of our
most successful broker-dealer services, including cash
management, mortgage lending, wrap products and access to
merchant banking and venture capital funds, to enable leading
RIAs to benefit from all of the resources of Bear Stearns in
their quest to obtain and retain clients. Our core broker-dealer
business is also growing in quality, strength and sophistication
as we improve our systems in all areas to reflect the latest
industry advances and concerns.

While the clearance business, embodied in GCS, is one
of the oldest, strongest and most stable of Bear Stearns’
businesses, it is also one of the most dynamic. We deliver to
our clients the breadth and depth of services Bear Stearns can
provide and we provide the firm’s other business segments
access to a rich and varied client base, which broadens
opportunities for the entire franchise. Building on our unique
industry position, we continue to provide a host of advantages
for our clients, who recognize the benefits of doing business
with Bear Stearns and GCS. We look forward to continuing

growth as we build upon the strengths of the firm.
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Total Equity in Client Accounts (in sitions)
As of 11/30
Data for 1999 not available

Registered Investment Advisors

The freedom and independence of being a Registered
Investment Advisor (RIA) can be burdensome without
crifical tools that are necessary to culfivate a business.

As their businesses expand, RIAs outgrow the typical
retailer service provider, and require a more diverse,
institutional-type product. To serve their needs, Bear
Stearns Global Clearing Services offers sophisticated,
tailored solutions that enable these independent advisors
to capture and retain high-net-worth clients.

A typical Bear Stearns RIA client may manage more
than $1.5 billion in assets for muitiple individuals who
have upward of $25 million in assets. At Bear
Stearns we understand that as the demands of the RIA’s
client base become more complex, RIAs need more
sophisticated solutions. Our job is to help RIAs succeed
by delivering the tools and technology critical to the
changing needs of their growing businesses.

Bear Stearns offers RIAs an institutional brand and
access to a broad range of resources, including cash
and liquidity management, strong lending capabilities,

a structured products desk to help monetize or hedge
concentrated stock positions, sophisticated performance
reporting, attentive back office services and powerful
technology solutions.

In essence, we empower the individual to run a
business with the backing and resources of a global
firm. Empowering RIAs to do what they do best. The
RIiAs are front and center, and Bear Stearns is right
behind them.

THE BEAR STEARNS COMPANIES INC.
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WEALTH MANAGEMENT

Investors are faced with a seemingly endless
list of possibilities. Equity or fixed income?
Growth or value? Hedge funds or mutual
funds? Evaluating and understanding those
possibilities is what drives our Wealth
Management Division. By becoming a
valued advisor and a trusted advocate
to our clients, we develop portfolio
strategies geared to their specific needs.
Comprehensive investment plans—
enhanced by consistent monitoring and
ongoing analysis—are developed and
individually tailored. By providing
individuals and institutions with access
to some of the best minds in investing
and the most suitable products for their
risk appetites, we help them succeed.
It is innovation and attention aimed at
turning financial goals into realities,

turning possibilities into portfolios.
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WEALTH MANAGEMENT

Private Glient
Services

W e have taken important steps over the last two years to

Services (PCS) Group./Our goal has been to improve the platform

improve the competitive position of our Private Client

for clients and brokers while increasing our broker headcount
and enhancing margins for our stockholders. And we have seen
results: Revenues from the PCS area rose 5.6% to $378.8 million
in 2003, primarily due to the new brokers we have hired.

Our team of investment professionals grew in 2003 due to the
successful implementation of our broker recruiting program. We
set an ambitious goal in 2001 of adding 200 producers and
increasing our broker count to 650. Over this timeframe,
considerable progress toward our recruiting goal has been
made. We have grown our production force by 21% by adding
approximately 110 new brokers. This group is among the industry’s
elite in experience, production and assets in client accounts. Our
brokers are among the most experienced in the industry: 81%
have 10 years of experience or more. Our relative performance
in revenue per broker is significantly higher than at the competition
and that gap has widened over time. At the same time, we have
worked diligently to reduce expenses and improve operating

efficiency. As a result, we are poised to expand margins and

THE BEAR STEARNS COMPANIES INC.

earnings as industry conditions improve and retail investors
become more active in the markets.

Retention is a critical component of a successful PCS franchise.
The measure of our success is that throughout the market
dislocation of the past few years, morale has remained high and
the retention rate of our top producers has been extraordinary.

Not only have we grown in number, we have also expanded
our product offerings to include advisory services, one of the
fastest-growing segments of the high-net-worth market. To capture
the great potential we see in this area, we hired an experienced
team with a proven track record in building open architecture
structures for private client programs. Their considerable expertise
in manager due diligence, asset allocation and marketing will
help create an organization that enables our brokers to offer their
clients best-in-class professional money management. Our advisory
services platform leverages the considerable investment in the
technology we have developed in Global Clearing Services, and
will call on the proficiency of Bear Stearns Asset Management

and others for product excellence.




WEALTH MANAGEMENT

| Assel
Management

ear Stearns Asset Management Inc. (BSAM®) is a separate
Band wholly owned subsidiary that serves corporations,
municipalities, endowments, foundations and multi-employer
plans, family groups and individuals. In 2003 we took great
strides in refining our strategy and focusing our expertise in
equity, fixed income and alternative investment strategies.
At November 30, 2003 total assets under management were
$27.1 billion, up 12.9% year on year; $6 billion of this was in
alternative asset investments.

We are concentrating on what we do best: Managing funds
and creating innovative solutions. In 2003, BSAM refocused its
presence in traditional asset management to products in which
we have been successful and have the greatest growth potential.
On the equity side, our large cap value products have been top
performers, as have our small to mid cap and small cap growth
products. In fixed income, our strengths have been higher value-
added cash management areas and intermediate fixed income,
bank loan and high yield products. A strategic arrangement with
The Dreyfus Corporation, announced in 2003 and subject to
shareholder and other approvals, will result in the sale of certain of

our mutual funds to Dreyfus, with BSAM remaining a sub-advisor.

Bear Stearns has long been a key partner with hedge funds, serving
them through Global Clearing Services, Institutional Equities and
Fixed Income Divisions. Pursuant to our strategy, BSAM created
a unit dedicated to hedge funds, one that will support a family of
fund of hedge funds. This will add to the seven existing proprietary
single-manager hedge funds and the multi-manager funds that use
BSAM as an underlying manager. We are expanding our hedge fund
offerings by identifying high-potential managers and products.

Private equity investing is also significant for BSAM. More
than $1 billion is divided among three proprietary private equity
funds and four funds of private equity funds. We also have a
growing presence in the agency distribution of outside private
equity funds. Our focus in 2004 will be building this presence
through sound management and launching new structured products
to help investors better manage their private equity exposures.

What has not changed is BSAM’s disciplined framework, in
which investment and risk parameters are determined to meet
balance, return and liquidity demands.

By focusing on areas where we have demonstrated success,

BSAM has laid the groundwork for future growth.
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MANAGEMENT'S DISCUSSION AND ANALYSIS

continued

The Company's commission revenues for the fiscal years ended
November 30 were as follows:

2003 | 2002 2001
{in thousands) o )
Institutional $ 537,505} $ 542344 $ 476,075
Clearance 312,550 | 340,117 384,466
Retail & other 221,811 228,513 256,190
Total commissions $1,077,926 { $1,110,974  $1,116,731

Commission revenues in fiscal 2003 decreased 3.0% to $1.08
billion from $1.11 billion in fiscal 2002. Institutional commissions
decreased 0.8% to $537.5 million from $542.3 million, reflecting
reduced average daily trading volumes for both listed and over-
the-counter securities partially offset by the migration to commis-
sion equivalents in the Company’s over-the-counter business.
Clearance commissions decreased 8.1% to $312.6 milion from
$340.1 million primarily due to reduced prime brokerage customer
activity. Retail and other commissions were $227.9 million in fiscal
2003, down 0.3% compared to $228.5 million in fiscal 2002.

The Company’s principal transactions revenues by reporting cat-
egories for the fiscal years ended November 30 were as follows:

2003 | 2002 2001
fin thousands) I
Fixed income $2,466,484 | $1,662,952  $1,325,588
Equities 248,399 | 382,057 524,144
Derivative financial
instruments 578,005 492,790 433,085
Total principal transactions | $3,282,888 J $2,537,799  $2,282,797
e |

Note: Certain prior year items Have been reclassified from equities to derivative financial
instruments 1o conform to the current year’s presentation.

Revenues from principal transactions in fiscal 2003 increased
29.8% to $3.29 billion from $2.54 billion in fiscal 2002, primarily
due to strong results from the Company’s fixed income activities,
reflecting the low level of short-term interest rates and a steep
yield curve. Fixed income revenues increased 48.3% to $2.47
billion from $1.66 billion in fiscal 2002, reflecting strong perform-
ances across all fixed income products. The Company’s mortgage-
and asset-backed securities business continued to perform
strongly reflecting favorable market conditions and growth in the
breadth of the Company’s franchise. Corporate credit products
also achieved record revenues during fiscal 2003 as corporate
credit spreads tightened, which resulted in increased primary

and secondary activity and increased customer order flow. In
particular, the investment-grade, high-yield and distressed debt
areas all performed strongly, reflecting favorable market condi-
tions and increased market share. Revenues derived from equities
activities declined 35.0% to $248.4 million during fiscal 2003 from
$382.1 million in fiscal 2002. Equities-related businesses, particu-
larly the over-the-counter stock, equity arbitrage and specialist
areas, decreased due to a decline in average daily trading vol-
umes and lower market volatility. These decreases were partially
offset by increased revenues in international equities driven by
increased European customer activity. Revenues from derivative
financial instruments increased 17.3% to $578.0 million in fiscal
2003 from $492.8 million in fiscal 2002, primarily due to
increases in the foreign exchange and fixed income derivatives
areas as a result of the favorable environment and expansion of
the Company’s market share. Such increases were partially offset
by a decline in the equity derivatives area, due to declines in the
Company's electronic listed options market-making business.
Equity derivatives revenues excluding the listed options market-
making business increased on more active customer business.
The listed options market-making business was exited in the
second quarter of fiscal 20083.

The Company’s investment banking revenues by reporting cate-
gories for the fiscal years ended November 30 were as follows:

2003 2002 2001
{in thousands) »
Underwriting $456,161| $405,050 $377,639
Advisory services 267,252 190,141 317,115
Merchant banking 181,199 238,289 77,371
Total investment banking $904,612| $833480 $772,125

Investment banking revenues increased 8.5% to $904.6 million
in fiscal 2003 from $833.5 million in fiscal 2002. Investment
banking revenues include fees earned for underwriting public and
private offerings of fixed income and equity securities and advis-
ing clients on M&A and other services, and merchant banking
revenues. Underwriting revenues increased 12.6% to $456.2
million in fiscal 2003 from $405.1 million in fiscal 2002, reflecting
an increase in fixed income new issue activity, particularly in the
high yield and high grade areas. The Company also experienced
increases in market share in these areas over fiscal 2002. These
increases were partially offset by reduced equity underwriting
revenues reflecting the impact of lower equity underwriting levels
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MANAGEMENT’S DISCUSSION AND ANALYSIS

continued

Industry-wide. Equity underwriting revenues improved significantly
in the second half of fiscal 2003 as global economic conditions
improved and equity market indices rose. Advisory services rev-
enues in fiscal 2003 increased 40.6% to $267.3 million from
$190.1 million in fiscal 2002 due to higher levels of US com-
pleted M&A activity. While industry-wide US completed M&A vol-
umes declined in fiscal 2003, the Company increased market
share and was retained on the largest completed merger and
acquisition transaction in fiscal 2003, Pfizer Inc.’s $60.7 billion
acquisition of Pharmacia Corp. Merchant banking revenues were
$181.2 million in fiscal 2003, compared to $238.3 million in fiscal
2002. Included in net revenues are gains of $172.6 milion and
$226.9 million.in fiscal 2003 and fiscal 2002, respectively, relating
to an investment in, and subsequent offerings and open market
sales of, Aeropostale, Inc. During fiscal 20083, the Company sold
its remaining position in this investment.

Net interest revenues, interest and dividend revenue less interest
expense, was $554.4 million in fiscal 2003, an 18.1% increase
from $469.6 million for fiscal 2002. Interest and dividends revenue
and interest expense are a function of the level and mix of total
assets and liabilities, including financial instruments owned,
financial instruments sold, but not yet purchased, customer related
balances and the prevailing level of interest rates. The increase
In net interest revenues was primarily attributable to higher levels
of customer interest-bearing balances attributable to prime bro-
kerage clients reflecting improved US equity market conditions.
Average customer margin debt balances increased 16.7% to
$39.8 billion in fiscal 2003 from $34.1 billion in fiscal 2002. Average
customer short balances were $63.6 bilion during fiscal 2003
compared to $54.8 billion during fiscal 2002.

Fiscal 2002 versus Fiscal 2001 Net revenues increased 4.5% to
$5.13 billion in fiscal 2002 from $4.91 billion in fiscal 2001 .

Commission revenues in fiscal 2002 were virtually unchanged
from fiscal 2001 at $1.11 billion. Weak economic conditions led to
a reduction in clearance and retail and other commission rev-
enues, which declined 11.2% to $568.6 million in fiscal 2002 from
$640.7 million in fiscal 2001. This decline was offset by increases
in institutional commissions due to increased volume. Market
share increased significantly for both listed and over-the-counter

institutional volume. In addition, a new industry-wide commission-
based pricing structure (commission eguivalents) for executing
transactions on the Nasdaq resulted in an increase in institu-
tional commissions. Previously, the Company did not charge
explicit fees in this business, but rather earned market-making
revenues based generally on the difference between bid and ask
prices. Such revenues were previously recorded in principal
transactions revenues.

Revenues from principal transactions in fiscal 2002 increased
11.2% to $2.54 billion from $2.28 billion in fiscal 2001, reflecting
strong results from the Company’s fixed income activities, partic-
ularly in the mortgage- and asset-backed securities, distressed
debt and government bonds areas. These business areas bene-
fited from a favorable interest rate environment, characterized by
a low level of short-term interest rates, a steep yield curve and
increased customer order flow. The increase in revenues derived
from fixed income activities was partially offset by a decrease in
revenues derived from equities activities, particularly in the over-
the-counter, convertible arbitrage and risk arbitrage areas.
Derivative financial instruments increased 13.8% to $492.8 mil-
lion in fiscal 2002 from $433.1 million in fiscal 2001, reflecting
increased equity and interest rate derivatives revenues due to
increased customer activity.

Investment banking revenues increased 7.9% to $833.5 million in
fiscal 2002 from $772.1 million in fiscal 2001. Merchant banking
revenues were $238.3 million in fiscal 2002, including the gain on
Aeropostale, Inc. of $226.9 million, up from $77.4 milion in fiscal
2001. Without the merchant banking gain for Aeropostale, Inc.,
investment banking revenues decreased 21.4% to $606.8 million
in fiscal 2002. Underwriting revenues increased 7.3% to $405.1
million in fiscal 2002 from $377.6 million in fiscal 2001, reflecting
increased new issue activity. Advisory services revenues
decreased 40.1% to $190.1 milion from $317.1 million in fiscal
2001 as the level of completed M&A activity continued to decline.

Net interest revenues, interest and dividend revenue less interest
expense, was $469.6 million in fiscal 2002, a 13.9% decline from
$545.3 million for fiscal 2001. The decrease in net interest rev-
enues was primarily attributable to lower levels of customer
margin debt from prime brokerage clients. Difficult equity market
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Institutional equities consists of research, sales and trading in
areas such as domestic and international equities, block trading,
convertible bonds, over-the-counter equities, equity derivatives,
risk and convertible arbitrage and through a joint venture, the
NYSE, American Stock Exchange, Inc. ("AMEX") and inter-
national Securities Exchange specialist activities. Fixed income
includes sales, trading and research provided to institutional
clients across a variety of products such as mortgage- and
asset-backed securities, corporate and government bonds,
municipal bonds, high yield products, foreign exchange and
interest rate and credit derivatives. Investment banking provides
services in capital raising, strategic advice, mergers and acquisi-
tions and merchant banking. Capital raising encompasses the
Company’s underwriting of equity, investment-grade, municipal
and high yiela debt products.

Fiscal 2003 versus Fiscal 2002 Net revenues for Capital Markets
were $4.82 billion in fiscal 2003, an increase of 22.3% from
$3.94 bilion in fiscal 2002. Pre-tax income for Capital Markets
was $1.92 billion in fiscal 2003, an increase of 43.2% from $1.34
billion in fiscal 2002. Pre-tax profit margin was 39.9% in fiscal
2003 compared to 34.1% for fiscal 2002.

Institutional equities net revenues for fiscal 2003 decreased 16.6%
to $932.6 million from $1.12 billion in fiscal 2002, While the major
equity market indices showed improvement during fiscal 2003 on
positive economic data, average daily trading volumes declined
on both the NYSE and Nasdag when compared to fiscal 2002. As
a result, institutional equities commissions in the Company’s US
listed and over-the-counter businesses declined. The decline in
average daily trading volume and lower market volatility also
resulted in a decline in net revenues from the Company’s special-
ist activities. Equity derivatives revenues also declined reflecting a
significant drop in net revenues from the Company’s listed options
market-making business. During the second quarter of fiscal 2003
the Company announced its intention 1o exit the listed options
market-making business, with the sale of the business being com-
pleted during the fourth quarter of fiscal 2003. Excluding the listed
options market-making business, equity derivatives net revenues
increased reflecting increased customer activity. In addition,
the decline in market volatility served to adversely impact net
revenues attributable to convertible arbitrage activities. These
decreases were partially offset by increased revenues in inter-
national equities driven by increased market share and European
customer activity.

Fixed income net revenues increased to $2.93 billion in fiscal
2003, an increase of 51.0% from $1.94 billion in fiscal 2002,
primarily reflecting strong results from the Company's mortgage,
credit and interest rate product areas. In particular, the
mortgage-backed, high yield and distressed, corporate bonds,
foreign exchange, interest rate derivatives and government
bonds areas. These businesses benefited from the low level of
interest rates, & steep yield curve and narrowing of corporate
credit spreads. Mortgage-backed securities revenues increased
significantly as residential mortgage refinancing activity reached
record levels during the year driving record new issue activity,
and demand for high-quality fixed income investments con-
tinued. As a resulft, customer activity increased and secondary
trading volumes achieved record levels. High yield and dis-
tressed debt revenues increased, reflecting increased leveraged
finance origination and improved secondary trading activities.
Revenues from the Company’s interest rate product businesses
also increased, reflecting improved results in the Company’s
interest rate derivatives, foreign exchange and government
bond areas.

Investment banking revenues increased 8.8% to $961.3 million in
fiscal 2003 from $883.7 million in fiscal 2002. Investment bank-
ing revenues include fees earned for underwriting public and pri-
vate offerings of fixed income and equity securities and advising
clients on merger and acquisition and other services, and mer-
chant banking revenues. Underwriting revenues increased 12.1%
to $547.7 million in fiscal 2003 from $488.6 millicn in fiscal 2002,
reflecting an increase in fixed income new issue activity particu-
larly in the high vield and high grade areas. The Company also
experienced increases in market share in these areas over fiscal
2002. These increases were partially offset by reduced equity
underwriting revenues reflecting the impact of lower equity
underwriting levels industry-wide. Equity underwriting revenues
improved significantly in the second half of fiscal 2003 as global
economic conditions improved and equity market indices rose.
Advisory services revenues increased 48.2% to $232.4 million
from $156.8 million in fiscal 2002 due to higher levels of US
completed M&A activity, While industry-wide US completed
M&A volumes declined in fiscal 2003, the Company increased
market share and was retained on the largest completed merger
and acquisition transaction in fiscal 2003, Pfizer Inc.'s $60.7 bil-
lion acquisition of Pharmacia Corp. Merchant banking revenues
were $181.2 million in fiscal 20083, as compared to $238.3 million
in fiscal 2002. Merchant banking revenues for both fiscal years
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were largely related to gains in an investment in, and subsequent
offerings and open market sales of, Aeropostale, Inc.

Fiscal 2002 versus Fiscal 2001 Net revenues for Capital Markets
were $3.94 billion in fiscal 2002, an increase of 13.0% from
$3.49 hilion in fiscal 2001. Expenses decreased in fiscal 2002
from fiscal 2001 largely due to expense reductions realized from
the Company’s margin improvement program. Pre-tax income
for Capital Markets was $1.34 billion in fiscal 2002, an increase
of 55.0% from $867.2 million in fiscal 2001. Excluding the gain
on the Aercpostale, Inc. merchant banking transaction, net rev-
enues for Capital Markets were $3.71 billion, an increase of 6.5%
from fiscal 2001. Similarly, pre-tax income for Capital Markets
was $1.15 billion, an increase of 33.2% from fiscal 2001.

Institutional equities net revenues for fiscal 2002 decreased 1.2%
to $1.12 billion from $1.13 bilion in fiscal 2001, primarily reflect-
ing lower revenues from the risk and convertible arbitrage areas.
Risk arbitrage revenues continued to be adversely affected by
lower levels of announced mergers and acquisitions activity,
which conseqguently provided fewer risk arbitrage opportunities.
Declining volatility and widening credit spreads served to nega-
tively affect convertible arbitrage activity during fiscal 2002.
These results were partially offset by improved results in the
equity derivatives and convertible securities areas, which bene-
fited from increased customer activity and improved market con-
ditions. Despite challenging market conditions, institutional
equities sales revenues were unchanged as compared with fiscal
2001, reflecting increased market share in both listed and over-
the-counter securities.

Fixed income net revenues increased to $1.84 billion in fiscal
2002, an increase of 21.0% from $1.60 billion in fiscal 2001. The
low level of short-term interest rates and a steep vield curve
resulted in increased levels of activity and net revenues, particu-
larly in the mortgage- and asset-backed securities, distressed
debt and government bonds areas, as well as interest rate deriv-
atives. The mortgage- and asset-backed area had record net
revenues in fiscal 2002, reflecting favorable market conditions
that served to increase secondary trading activity and resulted in
strong new issue volume.

Investment banking net revenues in fiscal 2002 increased 17.4%
to $883.7 million from $752.5 million in fiscal 2001, The fiscal 2002
results include realized and unrealized gains of $226.9 million in an

investment in Aeropostale, Inc. Excluding the merchant banking
gain, net revenues for fiscal 2002 were $656.8 million, down
12.7% from fiscal 2001. Underwriting revenues increased 18.3%
to $488.6 million in fiscal 2002 from $412.8 million in fiscal 2001,
reflecting higher levels of municipal and equity underwriting activ-
ity. Merchant banking revenues increased to $238.3 million in fiscal
2002, including the gain from Aeropostale, inc., as compared with
$77.4 milion in fiscal 2001, However, advisory services revenues
decreased to $156.8 milion, or 40.2%, from $262.2 million in fis-
cal 2001 as the level of completed mergers and acquisitions activ-
ity continued to decline in the unfavorable market environment.

Global Clearing Services

2003 | 2002 2001
(in thousands) T 7 l
Net revenues $784,072|  $778,087  $810,601
Pre-tax income $245,531 l $265,327  $249,754
-

The Global Clearing Services segment provides execution, clear-
ing, margin lending and securities borrowing to facilitate customer
short sales to clearing clients werldwide. Prime brokerage clients
include hedge funds and clients of money managers, short sell-
ers, arbitrageurs and other professional investors. Fully disclosed
clients engage in either the retail or institutional brokerage busi-
ness. At November 30, 2003 and November 30, 2002, the
Company held approximately $203.6 billion and $162.1 billion,
respectively, in equity in Global Clearing Services client accounts.

Fiscal 2003 versus Fiscal 2002 Net revenues for Global Clearing
Servicaes increased 0.8% to $784.1 million in fiscal 2003 from
$778.1 million in fiscal 2002. Commission revenues were $312.6
miflion in fiscal 2003, a decrease of 8.1% from $340.1 million in
fiscal 2002 reflecting reduced prime brokerage customer activity.
Net interest revenues were $458.5 milion, a 9.9% increase from
$417.2 milion in fiscal 2002, primarily reflecting increased margin
balances from prime brokerage and fully disclosed clearance
clients due to improving US equity market conditions. Pre-tax
income was $245.5 million, a 7.5% decrease from $265.3 million
in fiscal 2002. The decline in pre-tax income reflects certain legal
settlements that were previously provided for but allocated to the
segment in fiscal 2003 and increased compensation costs.

Average customer margin balances were $39.8 billion in fiscal
2003 compared to $34.1 billion in fiscal 2002. Customer margin
balances totaled $43.6 billion at November 30, 2003, an
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increase from $386.7 billion at November 30, 2002. Average cus-
tomer short balances were $63.6 billion during fiscal 2003
compared to $54.6 billion during fiscal 2002 and totaled $71.6
bilion at November 30, 2003, an increase from $58.8 billion at
November 30, 2002. Average free credit balances were $20.1
billion during fiscatl 2003 compared to $19.3 billion during fiscal
2002 and totaled $22.3 billion at November 30, 2003, an
increase from $17.1 billion at November 30, 2002.

Fiscal 2002 versus Fiscal 2001 Net revenues for Global Clearing
Services decreased 4.0% to $778.1 million in fiscal 2002, from
$810.6 million in fiscal 2001. Lower prime brokerage and fully
disclosed commissions were primarily responsible for the decline
in net revenues. Average margin balances declined 13.2% to
$34.1 billion in fiscal 2002 from $39.3 billion in fiscal 2001,
Difficult equity market conditions characterized by unstable share
prices produced fewer investment opportunities and resulted in
lower leverage levels used by prime brokerage and fully dis-
closed customers. Expenses decreased in fiscal 2002 from fiscal
2001, largely due to expense reductions realized from reduced
technology, research and administrative costs. As a result, pre-
tax income for Global Clearing Services was $265.3 million in fis-
cal 2002, an increase of 6.2% from $249.8 million for fiscal 2001.
Pre-tax profit margin was 34.1% for fiscal 2002 as compared
with 30.8% for fiscal 2001.

Wealth Management

o 2008 2002 2001
(in thousands) ‘ L e
Net revenues 7 $511,307 | $498,411 $543,495
Pre-taxincome 1§ 19,217 $ 11,616 $ 40,314
e —

The Wealth Management segment is composed of the Private
Client Services (“PCS”) and asset management areas. PCS pro-
vides high-net-worth individuals with an institutional level of
investment service, including access to the Company's resources
and professionals. At November 30, 2003, PCS has 513 account
executives in its principal office, six regional offices and two inter-
national offices. Asset management manages equity, fixed
income and alternative assets for corporate pension plans, pub-
lic systems, endowments, foundations, multi-employer plans,
insurance companies, corporations, families and high-net-worth
individuals in the US and abroad.

Fiscal 2003 versus Fiscal 2002 Nst revenues for Wealth
Management were $511.3 million in fiscal 2003, an increase of

2.6%, from $498.4 million for fiscal 2002. PCS revenues
increased 5.6% to $378.8 million in fiscal 2003 from $358.8 mil-
lion in fiscal 2002. Increased retail customer activity and the con-
tinued expansion of the Company’s PCS sales force contributed
positively to PCS revenues during fiscal 2003. Broker headcount
at November 30, 2003 was 513, up 6.2% from 483 at November
30, 2002. Asset management revenues decreased 5.1% to
$132.5 million in fiscal 2003, from $139.6 million in fiscal 2002,
reflecting reduced management fees associated with mutual
funds and reduced management and performance fees on pro-
prietary hedge fund products. Pre-tax income for Wealth Manage-
ment approximated $19.2 million in fiscal 2003 period compared
to pre-tax income of $11.6 million for fiscal 2002.

Assets under management were $27.1 billion at November 30,
2003, reflecting a 12.9% increase from $24.0 billion in assets
under management at November 30, 2002. The increase in
assets under management reflects net cash inflows as well
as increased market value for separate accounts and wrap
accounts. Assets from separate accounts and wrap accounts
rose 26.2% to $16.4 billion at November 30, 2003, from $13.0
billion at November 30, 2002, Assets from alternative investment
products under management were $6.0 bilion at November 30,
2003 and 2002.

Fiscal 2002 versus Fiscal 2001 Net revenues for Wealth
Management were $498.4 million in fiscal 2002, a decrease of
8.3% from $543.5 million for fiscal 2001. PCS revenues
decreased 7.2% to $358.8 million in fiscal 2002, from $386.7
million in fiscal 2001, due to a reduction in retail trading volume
resulting from uncertain economic conditions and lower cus-
tomer margin debt balances as individual investors continued to
retreat from the equity markets. Asset management revenues
decreased 10.9% to $139.6 million in fiscal 2002, from $156.8
million in fiscal 2001, due to lower levels of performance-based
fees from proprietary hedge funds. These results were partially
offset by increased management fees from mutual funds and
wrap accounts. Pre-tax income for Wealth Management was
$11.6 million in fiscal 2002, a decrease of 71.2% from $40.3 mil-
lion for fiscal 2001.

Assets under management were $24.0 billion at November 30,
2002, reflecting a 0.8% decrease from $24.2 billion in assets
under management at November 30, 2001. The decrease in
assets under management reflected declines in market value,
substantially offset by inflows in separate accounts.
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LIQUIDITY AND CAPITAL RESOURCES

FINANCIAL LEVERAGE

Asset Composition

The Company’s actual level of capital, capital requirements and
thereby the level of financial leverage, are a function of numerous
variables, including asset composition, rating agency/creditor per-
ception, business prospects, regulatory requirements, balance
sheet liquidity, cost/availability of capital and risk of loss. The
Company consistently maintains a highly liquid balance sheet, with
the vast majority of the Company’s assets consisting of cash, mar-
ketable securities inventories and collateralized receivables arising
from customer-related and proprietary securities transactions.

Collateralized receivables consist of resale agresments secured
predominantly by US government and agency securities, cus-
tomer margin loans and securities borrowed, which are typically
secured by marketable corporate debt and equity securities.
The nature of the Company’s business as a securities dealer
requires it to carry significant levels of securities inventories to
meet its customer and proprietary trading needs. Additionally,
the Company’s role as a financial intermediary for customer activ-
ities, which it conducts on a principal basis, together with its
customer-related activities in its clearance business, results in
significant levels of customer-related balances, including cus-
tomer margin debt, securities borrowing and repurchase activity.
The Company’'s total assets and financial leverage can and do
fluctuate, depending largely on economic and market conditions,
volume of activity and customer demand.

The Company’s total assets at November 30, 2003 increased to
$212.17 billion from $184.85 billion at November 30, 2002. The
increase was primarily attributable to increases in securities bor-
rowed, financial instruments owned, cash and securities
deposited with clearing organizations or segregated in compli-
ance with federal regulations and receivables from customers,
partially offset by a decrease in securities purchased under
agreements to resell. The Company’s total capital base, which
consists of long-term debt, preferred equity issued by
subsidiaries and total stockholders’ equity, increased to $37.46 bil-
lion at November 30, 2003 from $30.63 billion at November 30,
2002. This change was primarily due to an increase in equity
associated with net income, partially reduced by treasury stock
purchases and a net increase in long-term debt.

The amount of long-term debt, as well as total capital, that the
Company maintains is driven by a number of factors with partic-
ular focus on asset composition. The Company’s ability to sup-
port increases in total assets is a function of its ability to obtain
short-term secured and unsecured funding, as well as its access
to longer-term sources of capital {i.e., long-term debt and equity).
The Company regularly measures and monitors its total capital
requirements, which fluctuate and are closely related to the self-
funding ability of its assets. The equity portion of total capital is
primarily a function of on- and off-balance-sheet risks (i.e., mar-
ket, credit and liguidity) and regulatory capital requirements. As
such, the liquidity and risk characteristics of assets being held
are especially decisive determinants of both total capital and the
equity portion thereof, thus significantly influencing the amount of
leverage that the Company can employ.

Given the nature of the Company’s market-making and
customer- financing activity, the overall size of the balance sheet
fluctuates from time to time. The Company's total assets at quar-
ter end are fregquently lower than would be observed on an aver-
age basis. At guarter end, the Company typically uses excess
cash to finance high-quality, highly liquid securities inventory that
otherwise would be funded via the repurchase agreement
market. In addition, the Company reduces its matched book
repurchase and reverse repurchase activities at quarter end.
Finally, the Company may reduce the aggregate level of invento-
ries through ordinary course, open market activities in the most
liguid portions of the balance sheet, which are principally US
government and agency securities and agency mortgage pass-
through securities. At November 30, 2003 and November 30,
2002, total assets of $212.17 bilion and $184.85 billion were
approximately 10.1% and 13.3%, respectively, lower than the
average of the month-end balances observed over the trailing
12-month period. Despite reduced total assets at quarter end,
the Company’s overall market, credit and liquidity risk profile is
not changed materially, since the reduction in asset balances is
predominantly in highly liquid, readily marketable instruments that
are financed on a secured basis. This periodic reduction verifies
the inherently liquid nature of the balance sheet and provides
consistency with respect to creditor constituents’ evaluation of
the Company’s financial condition.
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Leverage Ratios

The following table presents total assets, adjusted assets and net
adjusted assets with the resultant leverage ratios at November 30,
2003 and November 30, 2002. With respect to a comparative
measure of financial risk and capital adequacy, the Company
believes that the low-risk collateralized nature of its resale and
securities borrowed assets renders net adjusted leverage as the
most relevant measure. The Company maintains a financial
statement date guideline for net adjusted leverage ratio of no
greater than 15.0, which the Company continued to meet at the
end of fiscal 20083.

2003 2002
{in billions, except ratios) ) -
Total assets $212.17 $184.85
Adjusted assets(! $172.85 $142.68
Net adjusted assets® $ 99.53 $ 89.56
Leverage ratio® 26.4 26.6
Adjusted leverage ratio) 215 20.5
Net adjusted leverage ratio(®) 12.4 12.9

(1) Adjusted assets is Total assets less securities purchased under agreements to resell
and securities received as collateral.

(2) Ner adjusted assets is Adjusted assets less securities borrowed.

(3) Leverage ratio equals Total assets divided by stockholders’ equity and preferred
stock issued by subsidiaries.

(4) Adjusted leverage ratio equals Adjusted assets divided by stockholders’ equity and
preferred stock issued by subsidiaries.

(5) Ner adjusted leverage ratio equals Net adjusted assets divided by stockholders’ equity
and preferred stock issued by subsidiaries.

FUNDING STRATEGY & LIQUIDITY RISK MANAGEMENT
General Funding Strategy

The Company’s general funding strategy seeks to ensure liguidity
and diversity of funding sources to meet the Company’s financing
needs at all times and under all market environments. The
Company attempts to finance its balance sheet by maximizing,
where economically competitive, its use of secured funding.
Short-term sources of cash consist principally of collateralized
borrowings, including repurchase transactions, firm and customer
short sales, sell/buy arrangements, securities lending arrange-
ments and customer free credit balances. Short-term unsecured
funding sources expose the Company to rollover risk, as providers
of credit are not obligated to refinance the instruments at maturity.
Within this context, the Company seeks to prudently manage its
reliance on short-term unsecured borrowings by maintaining an
adequate total capital base and through the extensive use of
secured funding. Beyond this, the Company’s emphasis on diver-
sification by product, geography, maturity and instrument seeks to
further ensure prudent, moderate usage of more credit sensitive,
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potentially less stable funding. Short-term unsecured funding
includes commercial paper, medium-term notes and bank
borrowings, which generally have maturities ranging from
overnight to one year. Due to the collateralized nature of the
secured borrowing, the Company views this as inherently less
credit sensitive and therefore a more stable source of funding.

In addition to short-term funding sources, the Company utilizes
equity and long-term debt, including floating- and fixed-rate and
medium-term notes as longer-term sources of unsecured financ-
ing. The firm regularly monitors and analyzes the size, composition
and liquidity characteristics of its asset base in the context of each
asset’s ability to be used to obtain secured financing. This analysis
results in a determination of the Company’s aggregate need for
longer-term funding sources (i.e., long-term debt and equity). The
Company views long-term debt as a stable source of funding
which effectively strengthens its overall liquidity profile.

Alternative Funding Strategy

The Company maintains an alternative funding strategy focused on
the liquidity and self-funding ability of the underlying assets. The
objective is to maintain sufficient cash capital (i.e., equity plus long-
term debt maturing in more than twelve months) and funding
sources to enable the Company to refinance short-term, unse-
cured borrowings with fully secured borrowings. As such, the
Company is not reliant upon or contemplating forced balance
sheet reduction to endure a period of constrained funding availabil-
ity. This underlying approach is supported by maintenance of a for-
mal contingency funding plan, which includes a detailed delegation
of authority and precise action steps for managing an event-driven
liguidity crisis. The plan identifies the crisis management team,
details an effective internal and external communication strategy,
and facilitates the greater information flow required to effect a rapid
and efficient transition. to a secured funding environment.

As it relates to the alternative funding strategy discussed above,
the Company prepares an analysis that focuses on a 12-month
time period and assumes that the Company does not liquidate
assets and cannot issue any new unsecured debt, including com-
mercial paper. In light of these assumptions, the Company moni-
tors its cash position and the borrowing value of unencumbered,
unhypothecated marketable securities in relation to its unsecured
debt maturing over the next 12 months, striving to maintain the
ratio of liquidity sources to maturing debt at 100% or greater. Also
within this strategy, the Company endeavors to maintain cash
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capital in excess of that portion of its assets that cannot be
funded on a secured basis (i.e. positive net cash capital). These
two measures, liquidity ratio and net cash capital, are comple-
mentary and constitute the core elements of the Company’s
alternative funding strategy and, consequently, its approach to
funding and liquidity risk management.

As of the end of the fiscal year, the market value of unencum-
bered, unhypothecated securities owned by the Company was
approximately $23.0 billion with a borrowing value of $19.6 bil-
lion. The assets are comprised primarily of US Government and
Agency securities, mortgage-backed and asset-backed securi-
ties, investment-grade corporate debt and US equities. The aver-
age advance rate on these different asset types ranges from
70% to 98% and is based predominantly on committed, secured
facilities that the Company and its subsidiaries maintain in differ-
ent regions globally. The liquidity ratio (explained above) has aver-
aged 177% over the previous twelve months including unused
committed unsecured bank credit and 167% excluding the
unsecured portion of the Company’s $3.08 billion committed
revolving credit facility. The firm’s net cash capital position has
averaged just over $2.0 bilion over the same twelve-manth period.

In addition, the Company monitors the maturity profile of its
unsecured debt to minimize refinancing risk, maintains relation-
ships with a broad global base of debt investors and bank credi-
tors, establishes and adheres to strict short-term debt investor
concentration limits, and periodically tests its secured and unse-
cured committed credit facilities. The Company alsc maintains
available sources of short-term funding that exceed actual utlliza-
tion, thus allowing it to endure changes in investor appetite and
credit capacity to hold the Company’s debt obligations. The
Company has a general guideline of approximately no more than
20% of its long-term debt portfolio maturing in any one year. As
of November 30, 2003 the weighted average maturity of the
firm’s long-term debt was 4.14 years.

Committed Credit Facilities

At November 30, 2003, the Company had a committed revolving
credit facility (“Facility") totaling $3.08 billion, which permitted
borrowing on a secured basis by Bear, Stearns & Co. Inc.
("Bear Stearns”), Bear, Stearns Securities Corp. ("BSSC”) and
certain other subsidiaries. The Facility also provides that The
Bear Stearns Companies Inc. ("Parent Company”) may borrow
up to $1.54 billion of the Facility on an unsecured basis. Secured

borrowings can be collateralized by both investment-grade and
non-investment-grade financial instruments as the Facility pro-
vides for defined margin levels on a wide range of financial
instruments eligible to be pledged. The Facility contains financial
covenants, the most significant of which require maintenance of
specified levels of stockholders’ equity of the Company and net
capital of BSSC. In February 2004, the Company renewed the
facility at a $3.4 billion committed level with substantially the
same terms, except it also permits borrowing on a secured
basis by Bear, Stearns International Limited (“BSIL") while shar-
ing the same unsecured borrowing terms as the Parent
Company. There were no borrowings outstanding under the
Facility at November 30, 2003.

The Company has a $1.50 bilion committed revolving securities
repo facility (‘Repo Facllity”), which permits borrowings secured
by a broad range of collateral, under a repurchase arrangement,
by BSIL, Bear Stearns International Trading Limited (“BSIT")
and Bear Stearns Bank plc (“BSB”"). The Repo Facility contains
financial covenants that require, among other things, mainte-
nance of specified levels of stockholders' equity of the Company.
The Repo Facility terminates in August 2004, with all repos out-
standing at that date payable no later than August 2005. There
were no borrowings outstanding under the Repo Facility at
November 30, 2003.

At November 30, 2003, the Company had a $300 million com-
mitted revolving credit facility (“Credit Facility”), which permits
borrowing on a secured basis collateralized by Japanese securi-
ties at pre-specified advance rates. The Credit Facility contains
financial covenants that require, among other things, mainte-
nance of specified levels of stockholders’ equity of the Company
and net capital of BSSC. In December 2003, the Company
renewed the Credit Facility at a $350 million committed leve) with
substantially the same terms, while permitting borrowing collateral-
ized by other foreign securities in addition to Japanese securities.
The Credit Facility, as renewed, terminates in December 2004
with all loans outstanding at that date payable no later than
December 2005. There were no borrowings outstanding under
the Credit Facility at November 30, 2003.

The Company alsc maintains a series of committed credit facili-
ties to support liguidity needs for the financing of non-investment-
grade loans, auto loans, residential mortgages, commercial
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mortgages and listed options. The facilities are expected to be
drawn from time to time and expire at various dates during fiscal
2004, All of these facilities contain a term out option of one year
or more for borrowings outstanding at expiration. The banks
providing these facilities are committed to provide up to an
aggregate of approximately $1.95 billion.

CAPITAL RESOURCES

The Company conducts a substantial portion of its operating
activities within its regulated subsidiaries Bear Stearns, BSSC,
BSIL, BSIT and BSB. In connection therewith, a supstantial por-
tion of the Company’s long-term borrowings and equity has been
used to fund investments in, and advances to, these regulated
subsidiaries, including subordinated debt advances. Within this
funding framework, the Company attempts to fund equity invest-
ments in subsidiaries with equity from the Parent Company (.e.,
utilize no equity double leverage). At November 30, 2003, the
Parent Company’'s equity double leverage ratic was approxi-
mately 0.91 based on common equity and 0.84 including pre-
ferred equity. At November 30, 2002, these measures compare
to 1.06 based on common equity and 0.96 including preferred
equity. Additionally, all subordinated debt advances to regulated
subsidiaries for use as regulatory capital are funded with long-
term debt issued by the Company that have maturities equal to
or greater than the maturity of the subordinated debt advance.
The Company regularly monitors the nature and significance of
assets or activities conducted outside the regulated subsidiaries
and attempts to fund such assets with either capital or borrow-
ings having maturities consistent with the nature and self-funding
ability of the assets being financed.

Long-term debt totaling $24.6 billion and $18.8 billion had
remaining maturities beyond one year at November 30, 2003
and November 30, 2002, respectively. The Company’s access to
external sources of financing, as well as the cost of that financ-
ing, is dependent on various factors and could be adversely
affected by a deterioration of the Company’s long- and short-
term debt ratings, which are influenced by a number of factors.
These include, but are not limited to: material changes in operat-
iNng margins; earnings trends and volatility; the prudence of fund-
ing and liquidity management practices; financial leverage on an
absolute basis or relative to peers; the composition of the bal-
ance sheet and/or capital structure; geographic and business
diversification; and the Company’s market share and competitive
position in the business segments in which it operates. Material
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deterioration in any one or a combination of these factors could
result in a downgrade of the Company’s credit ratings, thus
increasing the cost of and/or limiting the availability of unsecured
financing. Additionally, a reduction in the Company’s credit ratings
could also trigger incremental collateral requirements, predomi-
nantly in the over-the-counter derivatives market. As of the end
of fiscal 2003, a downgrade by either Moody’s Investors Service
or Standard & Poor’s to the Company’s long-term ratings to the
level of A3 or A- would have required the Company to post
approximately $300 million in additional collateral for outstanding
over-the-counter derivatives contracts.

At November 30, 2003, the Company’s long-term/short-term
debt ratings were as follows:

. PBating
Dominion Bond Rating Service Limited(") A(high)/R-1 (middle)
Fitch(® A+/F1+
Moody’s Investors Servicet® A1/P-1
Rating & Investment Information, Inc. A+/nr
Standard & Poor's® A/A-1

nr — does not assign a short-term rating

(1) On August 26, 2003, Dominion Bond Rating Service Limited upgraded the
Company’s long-term debt ratings from “A” to “A (high)” with a "stable” trend,
while simultaneously affirming the Company’s short-term credit ratings.

(2) On March 28, 2003, Fitch revised the outlook for the Company's long-term debt rat-
ings from “negative” to “stable,” while simultaneously affirming the Company’s
credit ratings.

(3) On October 22, 2003, Moody's Investors Service raised the Company’s long-term
debt ratings from A2 to Al placing a “stable” outlook at the higher rating level,
while simultaneously affirming the Company’s short-term credit ratings.

(4) On April 9, 2003, Standard & Poor’s revised the outlook for the Company's
long-term debt ratings from “negative” to “stable,” while simultaneously affirming
the Company's credit ratings.

STOCK REPURCHASE PROGRAM

The Company has various employee stock compensation plans
designed to increase the emphasis on stock-based incentive
compensation and align the compensation of its key employees
with the long-term interests of stockholders. Such plans provide
for annual grants of stock units and stock options. The Company
intends to offset the potentially dilutive impact of the annual
grants by purchasing common stock throughout the year in open
market and private transactions. On January 8, 2003, the Board
of Directors of the Company approved an amendment to the
Stock Repurchase Program (“Repurchase Program”) to replenish
the previous authorizations to allow the Company to purchase up
to $1.0 billion of common stock in fiscal 2003 or beyond. During
the fiscal year ended November 30, 2003, the Company pur-
chased under the current and prior authorizations a total of
11,003,455 shares at a cost of approximately $776.4 million.
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Approximately $263.2 million was available to be purchased
under the current authorization as of November 30, 2003. On
January 7, 2004, the Board of Directors of the Company
approved an amendment to the Repurchase Program to replenish
the previous authorizations to allow the Company to purchase up
to $1.0 billion of common stock in fiscal 2004 and beyond.

During the fiscal year ended November 30, 2003, the Company
purchased a total of 3,034,532 shares of its common stock at a
total cost of approximately $210 million pursuant to a $210 mil-
lion CAP Plan Earnings Purchase Authorization by the Compen-
sation Committee of the Company. On November 24, 2003, the
Compensation Committee of the Company approved an amend-
ment to the CAP Plan Earnings Purchase Authorization to replen-
ish the previous authorization to allow the Company to purchase
up to $200 million of common stock in fiscal 2004,

CASH FLOWS

Fiscal 2003 Cash and cash equivalents decreased $1.68 billion
to $3.84 billion at November 30, 2003 from $5.52 billion at
November 30, 2002. Cash used in operating activities was $5.39
billion, primarily attributable to an increase in securities borrowed,
financial instruments owned, receivables from brokers, dealers,
and others and receivables from customers, partially offset by
an increase in payables to customers, securities sold under
agreemenits to repurchase and financial instruments sold, but not
yet purchased, which occurred in the normal course of business
as a result of changes in customer needs, market conditions
and trading strategies. Cash provided by financing activities of
$3.57 billion reflected net proceeds of $11.20 billion from
issuances of long-term borrowings used primarily to fund normal
operating activities and to repay $6.07 billion in long-term
borrowings, and net payments relating to short-term borrowings.
" Treasury stock purchases of $986.2 miilion were made to provide
for the annual grant of CAP Plan units, restricted stock units and
stock options. Cash provided by investing activities of $138.8
million reflected proceeds from net sales of investment securities
and other assets in connection with the Company’s merchant
banking activities, partially offset by purchases of property, equip-
ment and leasehold improvements.

Fiscal 2002 Cash and cash equivalents decreased $1.81 billion
to $5.52 billion at November 30, 2002 from $7.33 billion at
November 30, 2001. Cash used in operating activities was $1.37
billion, primarily attributable to a decrease in securities sold under

agreements to repurchase and an increase in financial instruments
owned, partially offset by decreases in securities purchased under
agreements to resell, cash and securities deposited with clearing
organizations or segregated in compliance with federal regulations
and receivables from brokers, dealers and others, which occurred
in the normal course of business as a result of changes in cus-
tomer needs, market conditions and trading strategies. Cash used
in financing activities of $474.0 million primavrily reflected payments
for the retirement of long-term borrowings and payments for
treasury stock purchases, partially offset by net proceeds from the
issuance of long- and short-term borrowings. Cash provided by
investing activities of $29.8 million reflected proceeds from net
sales of investment securities and other assets in connection with
the Company’s merchant banking activities, partially offset by pur-
chases of property, equipment and leasehold improvements.

Fiscal 2001 Cash and cash equivalents increased $5.01 billion
to $7.33 billion at November 30, 2001 from $2.32 billion at
November 30, 2000. Cash provided by operating activities was
$7.07 billion, primarily attributable to a decrease in securities bor-
rowed, increases in customer payables and financial instruments
sold, but not yet purchased, partially offset by increases in secu-
rities purchased under agreements to resell, cash and securities
deposited with clearing organizations or segregated in compli-
ance with federal regulations, and financial instruments owned,
which occurred in the normal course of business as a result of
changes in customer needs, market conditions and trading
strategies. Cash used in financing activities of $1.54 billion pri-
marily reflected payments for the retirement of long-term borrow-
ings, net payments of short-term borrowings and payments for
treasury stock purchases, partially offset by net proceeds from
issuances of long-term borrowings. Cash used in investing
activities of $510.3 million reflected a business acquisition (see
Note 19, “Business Acquisition,” in the Notes to Consolidated
Financial Statements), purchases of property, equipment and
leasehold improvements, as well as net purchases of investment
securities and other assets in connection with the Company’s
merchant banking activities.

REGULATED SUBSIDIARIES

As registered broker-dealers, Bear Stearns and BSSC are sub-
ject to the net capital requirements of the Securities Exchange
Act of 1934, as amended, the NYSE and the Commodity Futures
Trading Commission, which are designed to measure the general
financial soundness and liquidity of broker-dealers. BSIL and

THE BEAR STEARNS COMPANIES INC.

37




38

MANAGEMENT’S DISCUSSION AND ANALYSIS

continued

BSIT, London-based broker-dealer subsidiaries, are subject to
the regulatory capital requirements of the Financial Services
Authority. Additionally, BSB is subject to the regulatory capital
requirements of the Irish Financial Services Regulatory Authority.
At November 30, 2003, Bear Stearns, BSSC, BSIL, BSIT and
BSB were in compliance with their respective regulatory capital
requirements.

The Company's broker-dealer subsidiaries and other regulated
subsidiaries are subject to minimum capital requirements and
may also be subject to certain restrictions on the payment of
dividends, which could limit the Company's ability to withdraw
capital from such regulated subsidiaries, which in turn could
limit the Company's ability to pay dividends. See Note 7,
“Regulatory Requirements,” in the Notes to Consolidated
Financial Statements.

MERCHANT BANKING INVESTMENTS

At November 30, 200G, the Company held investments in eight
leveraged transactions with an aggregate recorded value of
approximately $19.6 million, reflected in the Consolidated
Statements of Financial Condition in "Other Assets.” Five trans-
actions were private principal investments aggregating $11.0 mil-
lion at November 30, 2003. Three transactions were principal
investments in public entities, aggregating $8.6 million at
November 30, 2003. At November 30, 2002, the Company held
investments in eleven leveraged transactions with an aggregate
recorded value of approximately $163.2 milion. Seven transac-
tions were private principal investments aggregating $35.2 million
and four transactions were principal investments in public enti-
ties, aggregating $128.0 million. Included in these public principal
investments is the Company's ownership interest of approxi-
mately 10.3 million shares in Aeropostale, Inc. at November 30,
2002. During fiscal 2003, the Company sold such shares in
Aeropostale, Inc.

In connection with the Company's merchant banking activities,
the Company also has investments in private equity-related
investment funds aggregating $333.7 million and $172.7 milion at
November 30, 2003 and November 30, 2002, respectively. In
addition to the various direct and indirect principal investments,
the Company has made commitments to invest in private equity—
related investments and partnerships (see the summary table
under “Commitments” in Management’s Discussion and Analysis).

HIGH YIELD POSITIONS

As part of the Company's fixed income activities, it participates in
the underwriting, securitization and trading of non-investment-
grade debt securities, non-performing mortgage-related assets,
non-investment-grade commercial and leveraged loans, and
securities of companies that are the subject of pending bank-
ruptcy proceedings (collectively, “high vyield positions”). Also
included in high vyield positions is a portfolic of Chapter 13 and
other credit card receivables from individuals. Non-investment-
grade debt securities have been defined as non-investment-grade
corporate debt, asset securitization positions and emerging mar-
ket debt rated BB+ or lower or equivalent ratings recognized by
credit rating agencies. At November 30, 2003 and November 30,
2002, the Company held high vield positions approximating $5.0
billion and $3.6 billion, respectively, substantially all of which are in
“Financial Instruments Owned” in the Consolidated Statements of
Financial Condition, and $847.8 milion and $561.4 million,
respectively, reflected in “Financial Instruments Sold, But Not
Yet Purchased” in the Consolidated Statements of Financial
Condition. Included in these amounts is a portfolio of non-
performing mortgage-related assets as well as a portfolio of
Chapter 13 and other credit card receivables aggregating
$1.5 billion and $1.2 billion at November 30, 2003 and November
30, 2002, respectively.

Also included in the high yield positions above are extensions of
credit to highly leveraged companies. At November 30, 2003
and November 30, 2002, the amount outstanding to highly lever-
aged borrowers totaled $902.8 million (gross position of $922.8
million less $20.0 million of associated hedges) and $574.6 mil-
lion {gross $591.6 million less $17.0 million of associated
hedges), respectively. The largest industry concentration was to
the telecommunications industry, which approximated 18.8%
and 18.0% of these high yield positions at November 30, 2003
and November 30, 2002, respectively. Additionally, the Company
has lending commitments with these non-investment-grade bor-
rowers (see the summary table under “Commitments” in
Management’s Discussion and Analysis). The Company also has
exposure to non-investment-grade counterparties through its
trading-related derivative activities. These amounts, net of collat-
eral, were approximately $214.0 million and $192.0 million at
November 30, 2003 and November 30, 2002, respectively.
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The Company's Risk Management Department and senior trad-
ing managers monitor exposure to market and credit risk for high
yield positions and establish limits for overall market exposure
and concentrations of risk by individual issuer. High yield posi-
tions generally involve greater risk than investment-grade debt
securities due to credit considerations, liquidity of secondary

CONTRACTUAL OBLIGATIONS

trading markets and increased vulnerability to changes in general
economic conditions. The level of the Company’s high vield posi-
tions, and the impact of such activities on the Company’s results
of operations, can fluctuate from period 10 period as a result of
customer demand and economic and market considerations.

The Company’s contractual obligations, excluding derivative financial instruments, as of November 30, 2003 were as follows:

Payments Due by Period

Fiscal Fiscal Fiscal
2004 2005-2006 2007-2008 Thereafter Total
(in millions)
Long-term borrowings(" $4,867 $10,775 $6,784 $7.004 $29,430
Future minimum operating lease payments(@®) 49 93 88 187 417
(1) Amounts include fair value adjustments in accordance with SFAS No. 133. See Note 5, “Long-Term Borrowings,” in the Notes to Consolidated Financial Statements.
(2) Includes 383 Madison Avenue in New York City.
(3) See Note 16, "Commitments and Contingencies,” in the Notes 1o Consolidated Financial Statements.
COMMITMENTS
The Company’s commitments® as of November 30, 2003 were as follows:
Amount of Commitment Expiration Per Period
Fiscal Fiscal Fiscal
2004 2005-2006 2007-2008 Thereafter Total
{in millions)
Commercial loan commitments;©
Investment-grade $1,270 $ 388 $ 306 $§ — $ 1,964
Non-investment-grade 365 218 377 176 1,136
Commitments to invest in private equity-
related investments and partnerships® 601
Underwriting commitments 411 — — — 411
Letters of credit 2,802 64 40 35 2,941
Other commercial commitments 982 116 2 — 1,135

(1) See Note 16, “Commitments and Contingencies,” in the Notes to Consolidated Financial Statements.
(2) Commirments are shown gross of associated hedges of $644 million for investment-grade borrowers.
(3} At November 30, 2003, commirments 1o invest in private equity-related investments and parinerships aggregated $601 million. These commitments will be funded, if called, through

the end of the respective investment periods, the longest of such periods ending in 2010
(4) Includes 335 million in commirmenis with no stated maruriry.
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DERIVATIVE FINANCIAL INSTRUMENTS

Derivative financial instruments are contractual commitments
between counterparties that derive their values from changes in
an underlying interest rate, currency exchange rate, index (e.g.,
S&P 500), reference rate (e.g., LIBOR), or asset value referenced
in the related contract. Some derivatives, such as futures con-
tracts, certain options and index-referenced warrants, can be
traded on an exchange. Other derivatives, such as interest rate
and currency swaps, caps, floors, collars, swaptions, equity
swaps and options, structured notes and forward contracts, are
negotiated in the over-the-counter markets. Derivatives generate
both on- and off-balance-sheet risks depending on the nature of
the contract. The Company is engaged as a dealer in over-the-
counter derivatives and, accordingly, enters into transactions
involving derivative instruments as part of its customer-related
and proprietary trading -activities.

The Company’s dealer activities require it to make markets and
trade a variety of derivative instruments. In connection with these
activities, the Company attempts to mitigate its exposure to mar-
ket risk by entering into hedging transactions that may include
over-the-counter derivative contracts or the purchase or sale of
interest-bearing securities, equity securities, financial futures and
forward contracts. The Company also utilizes derivative instru-
ments to hedge proprietary market-making and trading activities.
In this regard, the utilization of derivative instruments is designed
to reduce or mitigate market risks associated with holding dealer
inventories or in connection with arbitrage-related trading activi-
ties. The Company also utilizes interest rate and currency swaps,
futures contracts and US treasury positions to hedge its debt
issuances as part of its asset and liability management.

In connection with the Company’s dealer activities, the Company
formed Bear Stearns Financial Products Inc. (“BSFP”) and its
wholly owned subsidiary, Bear Stearns Trading Risk Management
Inc. ("BSTRM”). BSFP is a wholly owned subsidiary of the Company.
BSFP and BSTRM were established to provide clients with a
AAA-rated counterparty that offers a wide range of global deriva-
tive products. BSFP is structured so that if a specified trigger
event (including certain credit rating downgrades of the Company,
the failure of BSFP to maintain its credit rating and the occur-
rence of a bankruptcy event with respect to the Company)

occurs, BSFP will perform on all of its contracts to their original
maturities with the assistance of an independent derivatives port-
folio manager who would assume the active management of
BSFP’s portfolio (“Continuation Structure”). BSTRM is structured
so that, on the occurrence of a specified trigger event, it will
cash-settle all outstanding derivative contracts in a predeter-
mined manner (“Termination Structure”). Clients can use sither
structure. The AAA/Aaa ratings that BSFP and BSTRM have
received are based on their ability to meet their respective obliga-
tions without any additional capital from the Company. In the
unlikely occurrence of a trigger event, the Company does not
expect any significant incremental impact on the liguidity or finan-
cial condition of the Company. At November 30, 2003, the
potential cash settlement payable by BSTRM on the occurrence
of a trigger event was $93.7 million.

To measure derivative activity, notional or contract amounts are
frequently used. Notional/contract amounts are used to calculate
contractual cash flows to be exchanged and are generally not
actually paid or received, with the exception of currency swaps,
foreign exchange forwards and mortgage-backed securities for-
wards. The notional/contract amounts of financial instruments
that give rise to off-balance-sheet market risk are indicative only to
the extent of involvement in the particular class of financial instru-
ment and are not necessarily an indication of overall market risk,

As of November 30, 2003 and November 30, 2002, the Company
had notional/contract amounts of approximately $2.15 trillion and
$1.55 trillion, respectively, of derivative financial instruments, of
which $413.1 billion and $421.1 billion, respectively, were listed
futures and option contracts. The aggregate notional/contract
value of derivative contracts is a reflection of the level of activity
and does not represent the amounts that are recorded in the
Consolidated Statements of Financial Condition. The Company’s
derivative financial instruments outstanding, which either are
used to hedge trading positions, debt, or are part of its derivative
dealer activities, are marked to fair value.

The Company’s derivatives have a notional weighted average
maturity of approximately 4.2 years and 3.9 years at November 30,
2003 and November 30, 2002, respectively.
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The maturities of notional/contract amounts outstanding for derivative financial instruments as of November 30, 2003 were as follows:

Less Than One to Three Three to Five Greater Than

One Year Years Years Five Years Total
{in billions)
Swap agreements, including options,

swaptions, caps, collars and floors $269.9 $472.0 $401.7 $508.9 $1652.5

Futures contracts 107.5 65.7 117 — 1849
Forward contracts 65.5 — — — 65.5
Options held 129.8 247 0.9 0.2 155.6
Options written 741 148 0.8 0.1 89.8
Total $646.8 $577.2 $415.1 $509.2 $2,148.3
Percent of total 30.1% 26.9% 23.7% 100.0%

19.3%

CRITICAL ACCOUNTING POLICIES

The consolidated financial statements of the Company are pre-
pared in conformity with accounting principles generally accepted
in the United States of America. These principles require manage-
ment to make certain estimates and assumptions which could
materially affect reported amounts in the financial statements
(see Note 1, "Summary of Significant Accounting Policies,” in the
Notes to Consolidated Financial Statements). Critical accounting
policies are those policies that are the most important to the
financial statements and/or those that require significant man-
agement judgment related to matters that are uncertain.

VALUATION OF FINANCIAL INSTRUMENTS

The Company has identified the valuation of financial instruments
as a critical accounting policy due to the complex nature of cer-
tain of its products, the degree of judgment required to appropri-
ately value these products and the pervasive impact of such
valuation on the financial condition and earnings of the Company.

The Company’s financial instruments can be aggregated in three
broad categories: (1) those whose fair value is based on quoted
market prices or for which the Company has independent exter-
nal valuations, (2) those whose fair value is determined based on
readily observable price levels for similar instruments and/or
models or methodologies that employ data that are observable
from objective sources, and (3) those whose fair value is esti-
mated based on internally developed models or methodologies
utilizing significant assumptions or other data that are generally
less readily observable from objective sources.

(1) Financial Instruments Valued Based on Quoted Market Prices
or for Which the Company Has Independent External Valuations
The Company’s valuation policy is to use quoted market prices
from securities and derivatives exchanges where they are avail-
able and reliable. Financial instruments valued based on guoted
market prices are primarily exchange-traded derivatives and
listed equities. Financial instruments that are most typically val-
ued using alternative approaches but for which the Company
typically receives independent external valuation information
include US treasuries, most mortgage-backed securities and
corporate, emerging market, high vield and municipal bonds.
Unlike most equities, which tend to be traded on exchanges, the
vast majority of fixed income trading (including US treasuries)
occurs in over-the-counter markets, and, accordingly, the
Company’s valuation policy is based on its best estimate of the
prices at which these financial instruments trade in those mar-
kets. The Company is an active dealer in most of the over-the-
counter markets for these financial instruments, and typically has
considerable insight into the trading level of financial instruments
held in inventory and/or related financial instruments that it uses
as a basis for its valuation.

(2) Financial Instruments Whose Fair Value Is Determined Based
on Internally Developed Models or Methodologies That Employ
Data That Are Readily Observable from Objective Sources

The second broad category consists of financial instruments for
which the Company does not receive gquoted prices; therefore,
models or other methodologies are utilized to value these finan-
cial instruments. Such models are primarily industry-standard
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models that consider various assumptions, including time value,
yield curve, volatility factors, prepayment speeds, default rates,
loss severity, current market and contractual prices for the under-
lying financial instruments, as well as other relevant economic
measures. Supstantially all these assumptions are observable in
the marketplace, can be derived from observable data or are
supported by observable levels at which transactions are exe-
cuted in the marketplace. A degree of subjectivity is required to
determine appropriate models or methodologies as well as
appropriate underlying assumptions. This subjectivity makes
these valuations inherently less reliable than quoted market
prices. Financial instruments in this category include non-
exchange-traded derivatives such as interest rate swaps, certain
mortgage-backed securities and certain other cash instruments.
For an indication of the Company’s involvement in derivatives,
including maturity terms, see the table setting forth notional/
contract amounts autstanding in the preceding “Derivative Finan-
clal Instruments” section.

(3) Financial Instruments Whose Fair Value Is Estimated Based
on Internally Developed Models or Methodologies Utilizing
Significant Assumptions or Other Data That Are Generally Less
Readily Observable from Objective Sources

Certain complex financial instruments and other investments
have significant data inputs that cannot be validated by reference
to readily observable data. These instruments are typically illiquid,
long-dated or unique in nature and therefore engender con-
siderable judgment by traders and their management who, as
dealers in many of these instruments, have the appropriate
knowledge to estimate data inputs that are less readily observ-
able. For certain instruments, extrapolation or other methods are
applied to observed market or other data to estimate assump-
tions that are not observable. At November 30, 2003 and
November 30, 2002, such positions (primarily fixed income cash
positions) aggregated approximately $3.4 bilion and $3.1 billion,
respectively, in “Financial Instruments Owned” and $740 million
and $328 million, respectively, in “Financial Instruments Sold,
But Not Yet Purchased” in the Consolidated Statements of
Financial Condition.

As part of the Company’s fixed income activities, the Company

participates in the underwriting, securitization or trading of non-
performing mortgage-related assets, real estate assets and

certain residuals. In addition, the Company has a portfolio
of Chapter 13 and other credit card receivables from individuals.
Certain of these high yield positions have limited price observabil-
ity. In these instances, fair values are determined by statistical
analysis of historical cash flows, default probabilities, recovery
rates, time value of money and discount rates considered appro-
priate given the level of risk in the instrument and associated
investor yield requirements.

As a major dealer in derivatives, the Company is engaged in struc-
turing and acting as principal in complex derivative transactions.
Complex derivatives include certain long-dated equity derivatives,
certain credit and municipal derivatives and other exotic derivative
structures. These non-exchange-traded instruments may have
immature or limited markets and, by their nature, involve complex
valuation methodolcgies and models, which are often refined to
correlate with the market risk of these instruments.

Controls Qver Valuation of Financial Instruments

In recognition of the importance the Company places on the
accuracy of its valuation of financial instruments as described in
the three categories above, the Company engages in an ongoing
internal review of its valuations. Members of the Controllers and
Risk Management Departments perform analysis of internal valu-
ations, typically on a monthly basis but often on an intra-month
basis as well, These departments are independent of the trading
areas responsible for valuing the positions. Results of the
monthly validation process are reported to the Mark-to-Market
(MTM) Committee, which is composed of senior management
from the Risk Management and Controllers Departments. The
MTM Committee is responsible for ensuring that the approaches
used to independently validate the Company’s valuations are
robust, comprehensive and sffective. Typical approaches include
valuation comparisons with external sources, comparisons with
observed trading, independent comparisons of key model valua-
tion inputs, independent trade modeling and a variety of other
techniques. See “Risk Management” for additional details.

Merchant Banking

As part of its merchant banking activities, the Company partici-
pates from time to time in principal investments in leveraged
transactions. As part of these activities, the Company originates,
structures and invests in merger, acquisition, restructuring and
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teveraged capital transactions, including leveraged buyouts.
The Company’s principal investments in these transactions are
generally made in the form of equity investments, equity-related
investments or subordinated loans and have not historically
required significant levels of capital investment.

Equity securities acquired as a result of leveraged acquisition
transactions are reflected in the consolidated financial statements
at their initial cost until significant transactions or developments
indicate that a change in the carrying value of the securities is
appropriate. Generally, the carrying values of these securities will be
increased only in those instances where market values are readily
ascertainable by reference to substantial transactions occurring
in the marketplace or quoted market prices. Reductions to the
carrying value of these securities are made in the event that
the Company’s estimate of net realizable value has declined
below the carrying value. See "Merchant Banking Investments” in
Management's Discussion and Analysis for additional details.

OFF-BALANCE-SHEET ARRANGEMENTS

In the normal course of business, the Company enters into
arrangements with special-purpose entities (“SPEs”), also known
as variable interest entities (“VIES”). SPEs are corporations, trusts
or partnerships which are established for a limited purpose.
SPEs, by their nature, generally are not controlled by their equity
owners, as the establishing documents govern all material deci-
sions. The Company’s primary involvement with SPEs relates to
securitization transactions in which transferred assets, including
commercial and residential mortgages, consumer receivables,
securities and other financial assets are sold to an SPE and
repackaged into securities or similar beneficial interests. SPEs
may also be used to create securities with a unique risk profile
desired by investors and as a means of intermediating financial
risk. The Company, in the normal course of business may estab-
lish SPEs, sell assets to SPEs, underwrite, distribute, and make a
market in securities or other beneficial interests issued by SPEs,
transact derivatives with SPEs, own securities or other beneficial
interests, including residuals, in SPEs and provide liquidity or
other guarantees for SPEs.

The Company follows Statement of Financial Accounting
Standards ("SFAS”) No. 140, “Accounting for Transfers and

Servicing of Financial Assets and Extinguishments of
Liabilities—a Replacement of FASB Statement No. 125,” to
account for securitizations and other transfers of financial assets.
In accordance with SFAS No. 140, the Company accounts for
transfers of financial assets as sales provided that control has
been relinquished. Control is deemed to be relinquished only
when all of the following conditions have been met: (1) the assets
have been isclated from the transferor, even in bankruptcy or
other receivership; (2) the transferee is a Qualifying Special
Purpose Entity ("QSPE") or has the right to pledge or exchange
the assets received and (3) the transferor has not maintained
effective control over the transferred assets. Therefore, the
Company derecognizes financial assets transferred in securitiza-
tions provided that such transfer meets all of these criteria. See
Note 14, “Transfers of Financial Assets and Liabilities,” in the
Notes to Consolidated Financial Statements for a complete dis-
cussion of the Company’s securitization activities.

The Company currently determines whether to consolidate SPEs
based upon the accounting guidance provided in SFAS No. 140
and Emerging Issues Task Force (“EITF”) Topic D-14, “Trans-
actions Involving Special Purpose Entities,” for entities in which it
acguired interests prior to January 31, 2003 and FASB
Interpretation No. 486, “Consoclidation of Variable Interest
Entities—an Interpretation of ARB No. 51, (“"FIN No. 46”) for enti-
ties in which it acquired interests after January 31, 2003. In fiscal
2004, the Company plans to adopt FIN No. 46 as revised, and
will use this guidance to determine whether an SPE should be
consolidated. See Note 15, “Consolidation of Variable Interest
Entities,” in the Notes to Consolidated Financial Statements for a
complete discussion of the consolidation of VIEs.

The majority of the SPEs that the Company sponsors or trans-
acts with are QSPEs, which the Company does not consolidate
in accordance with this guidance. QSPEs are entities that have
no discretionary activities and may only passively hold assets and
distribute cash generated by the assets they hold. The Company
reflects the fair value of its interests in QSPEs on its balance
shest but does not recognize the assets or liabilities of QSPEs.
QSPEs are employed extensively in the Company’s mortgage
and asset securitization business.
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Certain other SPEs do not meet the requirements of a QSPE,
because their activities are not sufficiently limited or they have
entered into certain non-gqualifying transactions. The Company
generally consolidates these entities under EITF D-14 unless a
third-party investor owns a substantive equity investment that
represents a controlling interest and is subject to first dollar risk
of loss, or under FIN No. 46 if it owns a majority of the variable
interests. These SPEs are commonly employed in collateralized
debt obligation transactions where portfolio managers require the
ability to buy and sell assets or in synthetic credit transactions.
These transactions typically involve no recourse to the Company.

In addition to the above, in the ordinary course of business the
Company issues various guarantees to counterparties in connec-
tion with certain derivative, leasing, securitization and other trans-
actions. See Note 17, “Guarantees,” for a complete discussion
on guarantees.

NEW ACCOUNTING PRONOUNCEMENTS

In November 2002, the Financial Accounting Standards Board
(“FASB”) issued FASB Interpretation (“FIN”) No. 45, "Guarantor’s
Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others.” FIN
No. 45 requires a guarantor to recognize, at inception, a liability
for the fair value of the obligation undertaken in issuing the guar-
antee. It also provides additional guidance on the disclosure of
guarantees. The recognition and measurement provisions were
effective for guarantees made or modified after December 31,
2002. The disclosure provisions were effective for fiscal periods
ending after December 15, 2002. The Company adopted FIN
No. 45 as required in fiscal 2003 with no material impact on the
consolidated financial statements.

In December 2002, the FASB issued SFAS No. 148, “Accounting
for Stock-Based Compensation—Transition and Disclosure,”
which amended SFAS No. 123 “Accounting for Stock-Based
Compensation.” SFAS No. 148 provides three alternative meth-
ods for a voluntary change to fair value accounting for stock-
based compensation as permitted under SFAS No. 123. The
Company elected to adopt fair value accounting for stock-based
compensation in fiscal 2003 using the prospective method pro-
vided by SFAS No. 148. See Note 11, “Stock Compensation

Plans,” in the Notes to Consolidated Financial Statements for a
discussion of the impact of this election.

In January 2003, the FASB issued FIN No. 46, “Consolidation of
Variable Interest Entities—an Interpretation of ARB No. 51.” FIN
No. 46 provides guidance on the consolidation of certain entities
in which equity investors do not have the characteristics of a
controlling financial interest or do not have sufficient equity at risk
for the entity to finance its activities without additional subordi-
nated financial support. Such entities are referred to as variable
interest entities (“VIEs”). FIN No. 46 requires the primary benefici-
ary of a VIE to consolidate the entity. On December 24, 2003,
the FASB published a revision to FASB Interpretation No. 46,
“Consolidation of Variable Interest Entities—an Interpretation of
ARB No. 51,” (“FIN No. 46 (R)"), a replacement of FIN No. 46.
FIN No. 46 (R) provides technical corrections and addresses
implementation issues.

In fiscal 2003, the Company adopted FIN No. 46 for VIEs in
which it acquired an interest after January 31, 2003. In fiscal
2004, the Company plans to adopt FIN No. 46 (R) for VIEs in
which it acquired variable interests before February 1, 2003 as
well as for those VIEs for which the Company has previously
applied FIN No. 48. Such adoption is not currently expected to
have a material impact on the consolidated financial statements.
See Note 15, "Consolidation of Variable Interest Entities,” in
the Notes to Consolidated Financial Statements for a further
discussion.

In April 2003, the FASB issued SFAS No. 149, “Amendment of
Statement 133 on Derivative Instruments and Hedging Activities.”
SFAS No. 149 amends and clarifies financial accounting and
reporting for derivative instruments, including certain derivative
instruments embedded in other contracts and for hedging activi-
ties under SFAS No. 133, “Accounting for Derivative Instruments
and Hedging Activities.” In addition, the statement clarifies when a
derivative contains a financing element that warrants special
reporting in the statement of cash flows. SFAS No. 149 was effec-
tive for contracts entered into or modified after June 30, 2003 and
for hedging relationships designated after June 30, 2003. The
Company adopted SFAS No. 149 as required in fiscal 2003 with
no material impact on the consolidated financial statements.
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In May 2003, the FASB issued SFAS No. 150, “Accounting for
Certain Financial Instruments with Characteristics of both
Liabilities and Equity.” SFAS No. 150 establishes standards for
classifying and measuring certain financial instruments with char-
acteristics of both liabilities and equity. SFAS No. 150 is effective
for financial instruments entered into or modified after May 31,
2003, and otherwise is effective at the beginning of the first
interim period beginning after June 15, 2003. The Company
adopted SFAS No. 150 as required in fiscal 2003 with no mate-
rial impact on the consolidated financial statements.

SPECIALIST ACTIVITIES

The Company participates, through a majority-owned joint ven-
ture, in specialist activities on the NYSE, AMEX and International
Securities Exchange. For fiscal 2003, 2002 and 2001, the
Company included revenues from specialist activities in “Principal
Transactions” revenues in the Consolidated Statements of
Income. Due to the occurrence of a Control Event triggered in
December 2003, as defined by the joint venture Operating

Agreement, the Company is now entitled to designate a majority
of the voting members of the Management Committee, which
would result in a controlling interest. As a result, commencing in
fiscal 2004, the Company will begin consolidating this entity.
Such consolidation is not currently expected to have a material
impact on the consolidated financial statements.

EFFECTS OF INFLATION

Since the Company’s assets are primarily recorded at their cur-
rent market value and to a large extent are liquid in nature, they
are not significantly affected by inflation. However, the rate of
inflation affects the Company’s expenses, such as employee
compensation, office leasing costs, information technology and
communications charges, which may not be readily recoverable
in the price of services offered by the Company. To the extent
that inflation causes interest rates to rise and has other adverse
effects on the securities markets and on the value of securities
held in inventory, it may adversely affect the Company’s financial
position and results of operations.
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THE BEAR STEARNS COMPANIES INC.
RISK MANAGEMENT

OVERALL

The Company’s principal business activities engender significant
market and credit risks. In addition, the Company is subject to
operational, legal, funding and other risks. Effective identification,
assessment and management of these risks are critical to the
success and stability of the Company. As a result, comprehen-
sive risk management procedures have been established to iden-
tify, monitor and control each of these major risks. The Company’s
diverse securities industry activities help to reduce the impact
that volatility in any particular market may have on its net rev-
enues. Funding risk is discussed in Management’s Discussion
and Analysis of Financial Condition and Results of Operations in
the “Liguidity and Capital Resources” section,

Managing risk at the Company begins with the expertise and
experience of trading department management. Senior manag-
Ing directors in each department have extensive knowledge of
the specialized products, markets and activities in which they do
business. Their experience and insight are supplemented by risk
management procedures that monitor and evaluate the
Company's risk profile.

The cornerstone of these procedures is constant communication
between trading department management and senicr manage-
ment concerning inventory positions and market risk profile. This
process culminates each week with the trading departments
making formal reports of positions, profits and losses and certain
trading strategies to Bear Stearns’ Risk Committee. The Risk
Committee, which comprises senior managing directors from
each trading department as well as the Risk Management
Department, provides a high level of oversight to trading depart-
ments and their trading strategies.

The risk management process encompasses many units inde-
pendent of the trading desks, including the Risk Management,
Global Credit, Global Clearing Services, Controllers, Operations,
Compliance, Legal and Financial Analytics & Structured
Transactions Departments, and is intended to support and
enforce the Company'’s policies and procedures with a focus on
market and credit risk. Those procedures begin with the
Company marking its financial instruments owned to fair value on
a daily basis and producing daily profit and loss statements for
senior management covering all trading departments.

The Company believes that a clear understanding of how its
positions generate profit or loss on a daily basis is crucial to

managing risk. Many of the independent units are actively
involved in ensuring the integrity and clarity of the daily profit and
loss statements. Activities include daily and monthly price verifi-
cation procedures, position reconciliation, review of pricing mod-
els and review of booking of complex transactions. Furthermore,
the Company uses market-based credit pricing to estimate the
appropriate credit reserves associated with certain counterparty
credit exposures.

In addition, trading desk management, senior management and
independent units also review the age and composition of propri-
etary accounts and review risk reports appropriate to the risk
profile of each trading activity. Risk limits are established and
monitored, market conditions are evaluated, certain transactions
are reviewed in detail, and guantitative methods such as value-
at-risk and stress testing are employed (see “Value-at-Risk”).
These activities better ensure that trading strategies are followed
within acceptable risk parameters.

The Risk Management Department is independent of all trading
areas and reports directly to the Executive Committee. The goals
of the department are to understand the market risk profile of
each trading area, to consolidate risk firmwide, to articulate large
trading or position risks to senior management, to provide
traders with perspectives on their positions and to better ensure
accurate mark-to-market pricing. The department supplements
the communication between trading managers and senior man-
agement by providing its independent perspective on the
Company’s market risk profile via a daily risk highlights report that
is distributed to a number of senior managers in the Company.

The Globa! Credit Department monitors and controls extensions
of credit to customers and dealer counterparties and, in conjunc-
tion with the Credit Policy Committee and its subcommittee, the
Global Credit Committee, establishes and reviews appropriate
credit limits and collateral requirements for customers and dealer
counterparties. The Credit Policy Committee is composed of sen-
for risk, legal and business managers. The Credit Policy Committee
delegates credit approval authority to the Global Credit Cormmittee,
approves exposure measurement standards, reviews concentra-
tions of credit risk, sets documentation and credit support stan-
dards and considers new or unusual credit-related transactions.
The Global Credit Committee, which includes several members
of the Credit Policy Committee, implements policy through its
review and approval of counterparty credit limits. Credit limits are
set to cap potential exposure arising from repurchase and resale
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agreements, stock borrowing or loan facilities, derivative financial
instruments and other products which may give rise to secured
and unsecured credit.

The Company’s Principal Activities Committee, consisting of sen-
ior investment banking, capital markets, credit and risk manage-
ment professionals, reviews and approves loan underwriting
proposals. Certain leveraged loan commitments, as well as large
or unusual credit extensions, are referred for approval to the
Company's Executive Committee. Dedicated professionals in
several departments contribute to the administration of the
Company’s credit policies and procedures. The responsible
groups include Global Credit, Operations and Administration
(Margin), Global Clearing Services (Prime Brokerage), Risk
Management and Investment Banking.

The following discussion of the Company’s risk management pro-
cedures for its principal risks and the estimated amounts of the
Company’s market risk exposure generated by the Company’s
statistical analyses contains forward-locking statements. The
analyses used to assess such risks are not predictions of future
events, and actual results may vary significantly from such analy-
ses due to events in the markets in which the Company operates
and certain other factors as described herein.

MARKET RISK

Market risk generally represents the risk of loss that may result
from the potential change in the value of a financial instrument as
a result of fluctuations in interest and currency exchange rates,
equity and futures prices, changes in the implied volatility of inter-
est rates, foreign exchange rates, equity and futures prices, and
price deterioration or changes in value due to changes in market
perception or actual credit quality of either the issuer or its coun-
try of origin. Market risk can be exacerbated in times of illiquidity
where market participants refrain from transacting in normal quan-
tities and/or at normal bid-offer spreads. Market risk is inherent to
both cash and derivative financial instruments and, accordingly,
the scope of the Company's market risk management procedures
includes all market risk-sensitive financial instruments. The
Company's exposure to market risk is directly related to its role as
a financial intermediary in customer trading transactions and to its
proprietary trading, investment and arbitrage activities.

The Company makes dealer markets in investment-grade corpo-
rate debt, non-investment-grade corporate (“high yield”) debt,
US government securities, sovereign debt, emerging markets

debt obligations, mortgages and mortgage-backed securities,
other coliateralized securities and municipal bonds. The
Company is also an active market maker and conducts block
trading activities in both listed and over-the-counter equity mar-
kets. In connection with these activities, the Company may be
required to maintain significant inventories to ensure availability
and to facilitate customer order flow. The Company is also
engaged as a dealer in both listed and over-the-counter deriva-
tives and, accordingly, enters into transactions such as interest
rate and cross-currency swaps, over-the-counter options on
interest rates and foreign currencies, various credit default swaps
and equity swaps and options, all as part of its customer and
proprietary trading activities. In connection with these activities,
the Company attempts to mitigate its exposure to market risk by
entering into hedging transactions, which may include fisted and
over-the-counter derivative contracts or the purchase or sale of
securities, financial futures and options on futures or forward
contracts. Additionally, the Company has a significant investment
in a limited liability company that is involved in specialist activities.
Stock exchange rules require that specialists maintain an orderly
market, including purchasing shares in a declining market, which
may result in trading losses.

The Company’s arbitrage activities are designed to take advan-
tage of market price discrepancies in securities trading in differ-
ent markets, between related products or derivative instruments.
Arbitrage activities involve maintaining offsetting positions in
other financial instruments. In many instances, the Company may
be required to purchase or sell derivative financial instruments as
part of the arbitrage of a cash market security. These transactions
may involve forward-settling transactions such as forwards or
futures, where the objective may be to capture differences in the
time value of money, or options transactions, which seek to cap-
ture differences between the expected and actual volatility of the
underlying instrument. The Company attempts to mitigate market
risk in these activities by entering into hedging transactions.

Following is a discussion of the Company’s primary market
risk exposures as of November 30, 2003 and November 30,
2002, including a discussion of how those exposures are
currently managed.

INTEREST RATE RISK

interest rate risk is a consequence of maintaining market-making
and proprietary inventory positions and trading in interest rate-
sensitive financial instruments. In connection with the Company’s
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dealer and arbitrage activities, including market-making in over-
the-counter derivative contracts, the Company exposes itself to
interest rate risk arising from changes in the level or volatility of
interest rates, mortgage prepayment speeds or the level and
shape of the vield curve. The Company’s fixed income activities
also expose it to the risk of loss related to changes in credit
spreads on debt instruments. Credit spread risk arises from the
potential that changes in an issuer’s credit rating or credit per-
ception could affect the value of financial instruments. Credit risk
resulting from default on counterparty obligations is discussed in
the Credit Risk section below. The Company attempts to hedge
its exposure to interest rate risk primarily through the use of inter-
est rate swaps, options, Eurodollar and US government securi-
ties, and futures and forward contracts designed to reduce the
Company's risk profile. Credit spread risk is hedged through the
use of credit derivatives such as credit default swaps, as well as
offsetting long or short ipositions in varicus related securities.

FOREIGN EXCHANGE RATE RISK

Foreign exchange rate risk arises from the possibility that
changes in foreign exchange rates will affect the value of financial
instruments. When the Company buys or sells a foreign currency
or a financial instrument denominated in a currency other than
US dollars, exposure exists from a net open currency position.
Until the position is covered by selling or buying the eguivalent
amount of the same currency or by entering into a financing
arrangement denominated in the same currency, the Company is
exposed to a risk that the exchange rate may move against it.
The Company attempts to hedge the risk arising from its foreign
exchange activities primarily through the use of currency borrow-
ing, swaps, options, forwards and futures.

EQUITY PRICE RISK

The Company Is exposed to equity price risk through making mar-
kets in equity securities and equity derivatives as well as specialist
activities. Equity price risk resuits from changes in the level or
volatility of equity prices, which affect the value of equity securities
or instruments that derive their value from a particular stock, a bas-
ket of stocks or a stock index. The Company attempts to reduce
the risk of loss inherent in its inventory of equity securities by
entering into hedging transactions, including equity options and
futures, designed to mitigate the Company's market risk profile.

VALUE-AT-RISK
An estimation of potential losses that could arise from changes in
market conditions is typically accomplished through the use of

statistical models, known as value-at-risk (“VaR"), that seeks to
predict risk of loss based on historical and/or market-implied
price and volatility patterns. VaR estimates the probability of the
value of a financial instrument rising above or falling below a
specified amount. The calculation uses the simulated changes in
value of the market risk-sensitive financial instruments to esti-
mate the amount of change in the current value that could occur
at a specified probability level.

The Company has performed an entity-wide VaR analysis of the
Company’s financial assets and liabilities, including financial
instruments owned and sold, repurchase and resale agreements,
and funding assets and liabilities. The Company regularly evalu-
ates and enhances such VaR models in an effort to more accu-
rately measure risk of loss. Certain equity-method investments
and non-publicly traded investments are not reflected in the VaR
results. The VaR related to certain non-trading financial instru-
ments has been included in this analysis and is not reported sep-
arately because the amounts are not material. The calculation is
based on a methodology that uses a one-day interval and a 95%
confidence level. Interest rate risk for most desks use a historical
simulation approach for VaR. Foreign exchange rate risk and for
a limited number of desks the interest rate risk, use a “Monte
Carlo” value-at-risk approach. Historical simulation involves the
generation of price movements in a portfolio using price sensitiv-
ities, and historical movements of the underlying risk factors to
which the securities are sensitive. Monte Carlo simulation
involves the generation of price movements in a portfolio using a
random number generator. The generation of random numbers
is based on the statistical properties of the securities in the port-
folio. For interest rates, each country’s vield curve has five factors
that describe possible curve movements, where appropriate.
These were generated from principal component analysis. In
addition, volatility and spread risk factors as well as intercountry
correlations were used, where appropriate.

Equity price risk was measured using a combination of historical
and Monte Carlo approaches. Equity and equity derivatives risk
were treated as correlated with various domestic and interna-
tional indices, of which the Company used approximately 50 at
November 30, 2003 and November 30, 2002. Parameter esti-
mates, such as volatilities and correlations, were based on daily
tests through November 30, 2003.

VaR has inherent limitations, including reliance on historical data,
which may not accurately predict future market risk, and the
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quantitative risk information generated is limited by the parame-
ters established in creating the models. There can be no assur-
ance that actual losses occurring on any one day arising from
changes in market conditions will not exceed the VaR amounts
shown below or that such losses will not occur more than once
'in 20 days. However, the Company believes VaR models are an
appropriate methodology for comparison of risk profiles across
companies in the financial services industry.

The aggregate VaR presented below is less than the sum of the
individual components (i.e., interest rate risk, foreign exchange
rate risk, equity risk) due to the benefit of diversification among
the risks. The following table illustrates the VaR for each compo-
nent of market risk as of November 30, 2003 and 2002.
Commodity risk has been excluded due to immateriality at
November 30, 2003 and 2002.

2003 | 2002
{in millions) } ,,,,,, i
MARKET RiSK
Interest rate $14.9 $17.8
Currency 0.9 ‘ 06
Equity 3.7 i 34
Diversification benefit (4.2), (3.7)
Aggregate VaR $15.3 $18.1

Aggregate VaR decreased in 2003 due primarily to decreases in
interest rate and credit spread VaR.

The table below illustrates the high, low and average (calculated
on a monthly basis) VaR for each component of market risk and
aggregate market risk during fiscal 2003:

High Low Average

(in millions) )
MARKET RISK

Interest rate $17.9 $126 $15.2

Currency 1.3 06 0.8

Equity 54 3.0 42

Aggregate VaR 18.5 134 15.8

As previously discussed, the Company utilizes a wide variety of
market risk management methods, including trading limits; marking
all positions to market on a daily basis; daily profit and loss state-
ments; position reports; daily risk highlight reports; aged inventory
position reports; and independent verification of inventory pricing.
Additionally, management of each trading department reports
positions, profits and losses and notable trading strategies to
the Risk Committee on a weekly basis. The Company believes

that these procedures, which stress timely communication
between traders, trading department management and senior
management, are the most important elements of the risk man-
agement process.

Stress testing (also referred to as scenario analysis) measures the
risk of loss over a variety of extreme market conditions that are
defined in advance. Stress testing is a key methodology used in
the management of market risk as well as counterparty credit risk
(see "Credit Risk"” below). Stress tests are calculated at the
firmwide level, for particular trading books, for particular cus-
tomer accounts and for particular individual positions. Stress
tests are performed on a regular basis as well as on an ad hoc
basis, as deemed appropriate. The ongoing evaluation process
of trading risks as well as the consideration of new trading posi-
tions commonly incorporates an ad hoc discussion of “what-if”
stressed market conditions and their impact on profitability. This
analysis varies in its degree of formality based on the judgment of
trading department management, risk management and senior
managers. While the Company recognizes that no methodology
can perfectly predict future market conditions, it believes that
these tools are an important supplement to the Company’s risk
management process. The Company expects to continue to
develop and refine its formal stress testing methodologies.

The following charts represent a summary of the daily principal
transactions revenues and reflect a combination of trading rev-
enues, net interest revenues for certain trading areas and other
revenues for the fiscal years ended November 30, 2003 and
November 30, 2002, respectively. These charts represent a his-
torical summary of the results generated by the Company's trac-
ing activities as opposed to the probability approach used by the
VaR model. The average daily trading profit was $13.1 million
and $10.1 million for the fiscal years ended November 30, 2003
and November 30, 2002, respectively. There were no daily trad-
ing losses for the fiscal year ended November 30, 2003. Daily
trading losses exceeded the reported average VaR amounts less
than 1% of the total trading days during the fiscal year ended
November 30, 2002. The frequency distribution of the Company’s
daily net trading revenues reflects the Company'’s historical ability
to manage its exposure to market risk and the diversified nature
of its trading activities. No guarantee can be given regarding
future net trading revenues or future earnings volatility. The
Company believes that these results are indicative of its commit-
ment to the management of market trading risk.
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DISTRIBUTION OF DAILY NET TRADING REVENUES

FISCAL YEAR ENDED NOVEMBER 30, 2003
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CREDIT RISK

Credit risk arises from potential non-performance by counterpar-
ties, customers, borrowers or debt security issuers. The Company
is exposed to credit risk as trading counterparty to dealers and
customers, as direct lender, as holder of securities and as mem-
ber of exchanges and clearing organizations. The Company has
established policies and procedures to manage credit risk.

The Global Credit Department monitors and controls extensions
of credit to counterparties of the Company. The department's
professionals assess the creditworthiness of the Company's
counterparties, assign a credit rating to each counterparty and
assign or recommend credit limits and requirements. In addition,
credit and quantitative analysts assess the quality and accept-
ability of collateral, measure potential credit exposure associated
with certain transactions, monitor compliance with credit limits,
obtain appropriate legal documentation and provide comprehen-
sive credit risk reporting for senior management.

Credit analysts and managers are based in Company offices in
New York, San Francisco, London, Dublin, Hong Kong and Tokyo
and specialize by industry within the US and otherwise by coun-
try or region. Each analyst provides rating and limit recommenda-
tions to senior credit officers who either take action or refer
recommendations to the Global Credit Committee or the Credit
Policy Committee. All counterparties are assigned internal credit
ratings reflecting the Global Credit Department’s gquantitative and
gualitative assessment of the counterparty’s relative probability of
default. The internal rating process may include review of audited
financial statements, review of opinions of major rating agencies,
assessment of industry or sovereign factors, review of market
developments, meetings with management and analysis of the
risk of transactions with the counterparty.

The Company measures its actual credit exposure (the replace-
ment cost of counterparty contracts) on a daily basis. Master
netting agreements, cellateral and credit insurance are used to
mitigate counterparty credit risk. The credit exposures reflect
these risk-reducing features to the extent they are legally
enforceable. The Company’s net replacement cost of derivative
contracts in a gain position at November 30, 2003 and
November 30, 2002 approximated $4.11 billion and $4.20 billion,
respectively. These amounts are net of counterparty credit

reserves, which are estimated by applying counterparty-specific
market-based credit spreads to the expected exposure of deriv-
atives and foreign exchange transactions, after giving effect to
collateral. Exchange-traded financial instruments, which typically
are guaranteed by a highly rated clearing organization, have mar-
gin requirements that substantially mitigate risk of credit less.

The Company establishes potential exposure limits across a
variety of financing and trading products for all counterparties on
a group and individual entity basis. Potential exposure is the sta-
tistically estimated net credit exposure associated with adverse
market moves over the life of transactions at a 97.7% confidence
interval. For over-the-counter derivative and foreign exchange
contracts, the potential exposure is estimated daily using sophis-
ticated, internally developed risk models that employ Monte
Carlo simulations. Potential exposure estimates consider the size
and maturity of contracts; the volatility of, and correlations
among, the underlying assets, indices and currencies; settlement
mechanisms; rights to demand additional collateral; and other
legally enforceable credit mitigants such as third-party guaran-
tees or insurance. For other credit sensitive fixed income prod-
ucts, potential exposure limits are converted to notional amounts
using appropriate risk factors.

The Company establishes country concentration limits and mon-
itors actual and potential exposures, including both position and
counterparty exposures, in emerging markets. The Sovereign
Risk Unit evaluates international macroeconomic conditions and
recommends country concentration limits. The Company limits
and monitors its exposure to sovereign default, devaluation and
inconvertibitity of local currencies.

The Margin Department is responsible for evaluating the risk of
extending loans to the Company’s customers secured by certain
marketable securities. The department evaluates the acceptabil-
ity of collateral and actively monitors to ensure that collateral
received meets regulatory and internal requirements. Internal (or
“house”) margin requirements generally exceed minimum regula-
tory requirements and may be adjusted for specific securities
based on volatility or liquidity. The Special Credit Services unit of
the Global Credit Department evaluates and sets terms for loans
secured by restricted or control stock, emerging markets securi-
ties and concentrated or less liquid securities.
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The Risk Management Department is responsible for monitoring
the market risk of the Company’s proprietary positions. As part of
its duties, the group evaluates the credit quality of securities
positions held in inventory to quantify and limit the risk to the
Company of issuer default or changes in credit spreads. In a sim-
ilar manner, the department also evaluates the credit quality of
reference issuer obligations associated with derivatives contracts
whose values are linked to the credit quality or credit spread
trading level of reference issuers. The department monitors
issuer credit exposures across the various cash and derivative
trading desks that trade in securities or derivatives of the sams or
related issuers to monitor aggregate exposures. This process
also aggregates counterparty credit exposures with issuer expo-
sures to produce a more comprehensive perspective on the
Company's exposure to credit risks.

The Company is subject to concentration risk by holding large
positions or committing to hold large positions in certain types of
securities, securities of a single issuer, including sovereign gov-
ermnments, issuers located in a particular country or geographic
area or engaged in a particular industry. Positions taken and
commitments made by the Company, including underwriting,
often involve substantial amounts and significant exposure to
individual issuers and businesses, including non-investment-
grade issuers. The Company seeks to limit concentration risk
through the use of the systems and procedures described in the
preceding discussions of market and credit risk.

Global Clearing Services carries the accounts of professional
clients, including floor traders and specialists, arbitrageurs, broker-
dealers, hedge funds and fund of funds groups. These clients
employ a wide variety of trading styles including option hedging,
market-neutral statistical arbitrage, risk arbitrage, hedged convert-
ible strategies and multiple fixed income strategies. Trading strate-
gies are employed in both domestic and international markets.
The extension of credit, via secured margin debt for a given cus-
tomer, is determined by the Risk Department of Global Clearing
Services using a systematic analysis of the securities held and
trading strategy that such customer employs. Global Clearing
Services has established a risk-based, margin lending policy
under which the minimum capital reguirement for a portfolio may
be greater than the applicable regulatory capital requirement for
the sum of the underlying constituents of that portfolio.

Client portfolios are analyzed and evaluated daily through exten-
sive stress testing simulations designed to estimate market-
related risk under different scenarics. Using its internally
developed risk management system known as RACS (Risk
Analytic Control System), the Risk Department is able to analyze
every professional client's portfolio prior to each market opening
as well as to track that portfolio on an intra-day basis. Client
positions are simulated across more than 200 different scenarios
resulting in a wide variety of potential profit and loss possibilities.
Some basic assumptions used in the analysis are minimum port-
folio moves of 20% as well as minimum moves in individual secu-
rities of 25% or more. Other scenarios include price movement
tests of 1 and 2 standard deviations, fixed percentage moves,
beta-weighted and market-capitalization-driven extreme price
moves. Scenarios are constructed in such a way as to assess
position and portfolio sensitivities to changes in underlying
prices, volatilities, interest rates, credit spreads, cross-currency
rates and forward time horizons. Experienced managers review
the results of the stress testing to determine whether additional
margin is necessary. in addition to client-level security and port-
folio analysis, the system produces over 40 various reports that
provide multi-dimensional views, which include industry expo-
sures, country/region exposures and security concentration and
liquidity risk.

OPERATIONAL RISK

Operational risk is the potential for loss arising from limitations in
the Company’s financial systems and controls, deficiencies in
legal documentation, non-compliance with the execution of legal,
regulatory and fiduciary responsibilities, deficiencies in technol-
ogy and the risk of loss attributable to operational problems. In
particular, the Company is an active participant in over-the-
counter markets, including derivative, commercial and residential
mortgage loans, leveraged loans and Chapter 13 and other
credit card receivables. The nature of many of these financial
instruments is such that they are valued through the use of mod-
els. The complexities and reduced transparency inherent in finan-
cial instruments valued using models, as compared with
exchange-traded prices or other gquoted market valuations, intro-
duce a particular element of operational risk into the Company’s
business. These risks are less direct than credit and market risk,
but managing them is critical, particularly in a rapidly changing
environment with increasing regulation and transaction volumes.
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In an effort to reduce or mitigate these risks, the Company has
established and maintains an internal control environment which
incorporates various control mechanisms at different levels
throughout the organization and within such departments as
Controllers, Operations, Legal, Compliance and Internal Audit.
These control mechanisms are designed to better ensure that
operational policies and procedures are being followed and that
the Company’s various businesses are operating within estab-
lished corporate policies and limits.

Management has established and maintains an effective internal
control structure over financial reporting, the primary goal of which
is to ensure that policies and procedures have been established
regarding authorization, access to assets and asset accountabllity.
This provides a high degree of assurance that assets are acquired
and safeguarded and that liabilities are incurred and discharged in
accordance with management’s authorization. In addition, an
effective internal control structure ensures that financial information
is accurately maintained in the books and records of the Company.
The Company also has effective risk controls in place to ensure
that operational functions such as transaction initiation, transac-
tion processing and settlement/clearance are functioning properly.

The Company has invested heavily in technology over the years to
have the ability to gather and process information efficiently and to
handle the wide variety of products and services the Company
offers. In addition, the Company’s investment in technology allows
the Company to communicate information efficiently and securely
1o customers and to groups within the Company.

The Management and Compensation Committee, together with
the Operations Committee, has oversight responsibilities for
operaticnal and other matters that affect the Company’s day-to-
day activities. These committees, along with the newly-formed

New Products and Special Structured Transactions Committee,
ensure that identified new businesses and products are reviewed
in advance for legal, credit, operational, accounting, risk and
related concerns, These committees also better ensure that pro-
cedures, policies and safeguards are in place before activities
commence.

LEGAL RISK

Legal risk includes the risk of non-compliance with applicable
legal and regulatory requirements and the risk that a counterparty
will not perform on its obligations due to non-credit-related con-
ditions, including counterparty legal authority and capacity. The
Company is generally subject to extensive regulation in the vari-
ous jurisdictions in which it conducts its business. The Company
has established procedures based on legal and regulatory
requirements on a worldwide basis that are designed to ensure
compliance with applicable statutory and regulatory require-
ments. The Company has established policies and procedures
in an effort to mitigate the risk that counterparty performance
obligations will be unenforceable.

OTHER RISKS

Other risks encountered by the Company include poiitical, regula-
tory and tax risks. These risks reflect the potential impact that
changes in local and international laws, regulatory reguirements or
tax statutes have on the economics and viability of current or future
transactions. In an effort to mitigate these risks, the Company
seeks to continuously review new and pending regulations and
legislation and participates in various industry interest groups.
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THE BEAR STEARNS COMPANIES INC.
INDEPENDENT AUDITORS" REPORT

Deloitte.

TO THE BOARD OF DIRECTORS AND STOCKHOLDERS OF THE BEAR STEARNS COMPANIES INC.

We have audited the accompanying consolidated statements of financial condition of The Bear Stearns
Companies Inc. and subsidiaries (“Company”) as of November 30, 2003 and November 30, 2002, and the related
consolidated statements of income, cash flows and changes in stockholders' equity for each of the three years in
the period ended November 30, 2003. These financial statements are the responsibility of the Company’s man-
agement. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial staterents are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall finan-
cial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position
of The Bear Stearns Companies Inc. and subsidiaries at November 30, 2003 and Novemper 30, 2002, and the
results of their operations and their cash flows for the fiscal years ended November 30, 2003, 2002 and 2001 in
conformity with accounting principles generally accepted in the United States of America.

As discussed in Note 1, the Company adopted Statement of Financial Accounting Standards (“SFAS”) No. 123,
“Accounting for Stock-Based Compensation,” as amended by SFAS No. 148, “Accounting for Stock-Based
Compensation—Transition and Disclosure, an amendment of FASB Statement No. 123,” in the fiscal year ended
November 30, 2003.

N.&n ¢ Toude P

Deloitte & Touche LLP
New York, New York
February 13, 2004
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THE BEAR STEARNS COMPANIES INC.
CONSOLIDATED STATEMENTS OF INCOME

Fiscal Years Ended November 30, 2003 2002 2001
(in thousands, excepr:hfﬂc{ pe;rjlrare data) _ i o 7 ) _;
REVENUES
Commissions $1,077,926 $1,110,974 $1,116,731
Principal transactions 3,292,888 2,537,799 2,282,797
Investment banking 904,612 833,480 772,125
Interest and dividends 1,955,373 2,232,189 4,339,298
Other income - . 164,645 176,404 190,082

Total revenues 7,395,444 6,880,816 8,701,033
Interest expense N 1,400,953 1,762,580 3,793,998

Revenues, net of interest expense 5,994,491 5,128,236 4,907,035
NON-INTEREST EXPENSES
Employee compensation and benefits 2,880,695 2,508,197 2,528,852
Floor brokerage, exchange and clearance fees 180,548 197,266 161,363
Communications and technology 365,317 382,857 453,261
Occupancy 137,778 152,523 146,620
Advertising and market development 106,506 102,984 126,669
Professional fees 133,304 132,927 175,243
Other expenses 418,074 340519 380,577

Total non-interest expenses 4,222,222 3,817,273 3,972,591
Income before provision for income taxes and

cumulative effect of change in accounting principle 1,772,269 1,310,963 934,444
Provision for income taxes 615,863 432 618 309,479
Income before cumulative effect of change in accounting principle 1,156,406 878,345 624,965
Cumulative effect of change in accounting principle, net of tax — — (6273
Net income ) S ) i L $1,156,406 | $ 878,345 $ 618,692
Net income applicable to commeon shares $1,125,031 |  § 842739  § 579,579
Basic earnings per share $ 9.44 $ 7.00 $ 4.49
Diluted earnings per share $ 8.52 $ 6.47 $ 427
Weighted average common shares outstanding:

Basic 127,819,514 132,798,359 142,643,018

Diluted 145,027,266 | 146,346,111 152,216,936

e el b e

See Notes to Consolidated Financial Statements.
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THE BEAR STEARNS COMPANIES INC.
CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION

As of November 30, | 2003 ! 2002
{in thousands, except share data) B N }&Wﬁa
ASSETS
Cash and cash equivalents $ 3,837,570 $ 5,520,285
Cash and securities deposited with clearing organizations or ‘

segregated in compliance with federal regulations 8,657,065 | 7,100,138
Securities purchased under agreements to resell 33,822,695 ‘ 36,505,447
Securities received as collateral 9,496,832 | 5,669,811
Securities borrowed 73,317,962 53,116,267
Receivables: ‘

Customers 19,646,879 | 18,105,196

Brokers, dealers and others ' 3,730,306 . 1,358,377

Interest and dividends i 268,054 | 297,980
Financial instruments owned, at fair value | ,’

Pledged as collateral | 32,349,781 | 30,752,090

Not pledged as collateral 26,882,877 . 22,692,578
Property, equipment and leasehold improvements, net of accumulated depreciation and ;

amortization of $816,646 and $722,690 in 2003 and 2002, respectively 381,262 ? 483,827
Other assets ‘ | 3,776,827 3,252,427

|$212,168,110 | $184,854,423

ﬁ)tal Assets o
LIABILITIES & STOCKHOLDERS’ EQUITY

Short-term borrowings $ 13,387,662 $ 14,409,826
Securities sold under agreements to repurchase 47,464,156 44 469,414
Obligation to return securities received as collateral 5,496,832 5,669,811
Securities loaned 6,648,165 5,638,771
Payables: ;

Customers 68,666,893 “ 53,814,105

Brokers, dealers and others 2,676,351 ; 2,911,679

Interest and dividends 567,575 . 515,228
Financial instruments sold, but not yet purchased, at fair value 27,109,147 | 24,421,273
Accrued employee compensation and benefits 1,376,215 1,158,699
Other liabilities and accrued expenses ' f 1,312,061 | 1,219,635

_J' 174,705,057 - 154,228,441
Commitments and contingencies (Note 16) t
Long-term borrowings 29,430,465 | 23,681,399
Guaranteed Preferred Beneficial Interests in Company Subordinated Debt Securities ! 562,500 »h 562,500
STOCKHOLDERS' EQUITY E
Preferred stock 538,415 ' 692,832
Common stock, $1.00 par value: 500,000,000 shares authorized as of November 30, 2003 and ;

November 30, 2002; 184,805,848 shares issued as of November 30, 2003 and November 30, 2002 184,806 | 184,806
Paid-in capital 3,245,380 2,866,290
Retained earnings 4,954,508 3,909,272
Employee stock compensation plans 2,299,170 2,213,979
Unearned compensation (188,952) (208,588)
Treasury stock, at cost—

Adjustable-Rate Cumulative Preferred Stock, Series A: 2,520,750 shares as of November 30, 2002 — (103,421)

Common stock: 82,233,811 and 84,781,479 shares as of November 30, 2003 and !

November 30, 2002, respectively (3,563,239) ! (3,173,087)
Total Stockholders’ Equity 7,470,088 | 6,382,083

Total Liabilities and Stockholders’ Equity $212,168,110 | §184,854,453

See Notes to Consolidated Financial Statements.
Note: Certain reclassifications have been made 10 prior period amounts to conform to the current year’s presentation.
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THE BEAR STEARNS COMPANIES INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

See Notes 10 Consolidated Financial Statements.,

Fiscal Years Ended November 30, 2003 2002 2001
(in thousands) T T
CASH FLOWS FROM OPERATING ACTIVITIES
Net income $ 1,156,406 $ 878,345 $ 618,692
Adjustments to reconcile net income to cash (used in) provided by operating activities:
Noncash items included in net income:
Depreciation and amortization 139,276 161,879 208,822
Deferred income taxes (184,830) (24,374) (232,916)
Employee stock compensation plans 729,406 533,240 355,612
Other 10,467 | 16,043 16,423
Changes in operating assets and liabilities: |
Cash and securities deposited with clearing organizations or
segregated in compliance with federal regulations {1,556,927) 2,187,535 (5,514,441)
Securities purchased under agreements to resel! 2,682,752 | 5,237,038 (6,243,253)
Securities borrowed (20,201,695) (1,206,175) 9,848,739
Receivables from customers {1,541,683) {546,240) (243,724)
Receivables from brokers, dealers and others (2,371,929) 1,469,704 (2,038,030}
Financial instruments owned (5,307,641) (5,130,001) (4,424,247)
Other assets (361,083) (217,640) 584,722
Securities sold under agreements to repurchase 2,994,742 (5,665,881) (1,552,833)
Securities loaned 1,009,394 1,465,158 1,589,887
Payables to customers 14,852,788 223,888 6,804,906
Payables to brokers, dealers and others (737,237) (791,512) 1,841,962
Financial instruments sold, but not yet purchased 2,687,874 (327,767) 5,743,264
Accrued employee compensation and benefits 214,691 (120,267) (191,910}
Other liabilities and accrued expenses 392,248 487,722 {(105,665)
Cash (used in) provided by operating activities {5,392,981) (1,368,305) 7,066,010
CASH FLOWS FROM FINANCING ACTIVITIES
Net (payments for) proceeds from short-term borrowings (1,022,164) 751,316 (2,973,254)
Net proceeds from issuances of long-term borrowings 11,198,660 5,006,611 6,574,299
Proceeds from issuances of derivatives with a financing element, net 501,907 — —_
Redemption of preferred stock issued by a subsidiary —_ (200,000) —
Issuance of common stock 78,004 26,436 288
Net proceeds from issuance of subsidiary securities —_ - 254,231
Redemption of preferred stock (27,659) (91,336) —
Payments for retirement of long-term borrowings (6,066,144) (5,238,816) {4,250,313)
Treasury stock purchases—common stock (986,193) (629,664) (1,048,015)
Cash dividends paid (104,964) (97,544) (100,206)
Cash provided by (used in) financing activities 3,571,447 (473,997) (1,542,970)
CASH FLOWS FROM INVESTING ACTIVITIES }
Purchases of property, equipment and leasehold improvements (36,711} | (126,617) (185,298)
Business acquisition - — (242,983)
Purchases of investment securities and other assets {189,216) (107,502) (101,891)
Proceeds from sales of investment securities and other assets 364,746 263,959 19,905
Cash provided by (used in) investing activities 138,819 29,840 (510,267)
Net (decrease) increase in cash and cash equivalents (1,682,715) (1,812,462) 5,012,773
Cash and cash equivalents, beginning of year 5,520,285 7,332,747 2,319,974
Cash and cash equivalents, end of year $ 3,837,570 $ 5,520,285 $7.332,747

Note: Certain reclassifications have been made to prior period amounis to conform to the current year's presentation. SFAS No. 140 requires balance sheet recognition for collateral
relaied 10 certain secured transactions which are non-cash activities and did not have an impact on the Consolidated Statements of Cash Flows.
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THE BEAR STEARNS COMPANIES INC.
CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY

Treasury Stock
Adjustable-Rate
Cumulative
Employes Preferred Stock,
Common Stock Series A-$50
Preferred Stock Paid-in Retained Compensation Unearned Liquidation
Stock $1 Par Value Capital Eamnings Plans Compensation  Preference Gommon Stock
(in thousands, except share and per share data) _ 7
BALANCE, NOVEMBER 30, 2000 $800,000  $184806  $2,583,638 $2,600,148 §1,916,708  §(218,791)  §(103.421)  $(2,108,801)
Net income 618,692
Cash dividends declared—
Common (80.60 per share) (61,083)
Preferred (39,113)
Treasury stock—
Common stock purchased
(19,723,837 shares) (1,045,350
Common stock issued out of treasury
(10,734,551 shares) 3,256 {266,224) 268,373
Income tax benefit related to distributions
from employee stock compensation plans 143,387
Unearned employee stock compensation, net (11,280)
Employee stock compensation awards, net 366,891
Amortization of preferred stock issue costs (1,300 o o
BALANCE, NOVEMBER 30, 2021 $800,000  $184,806  $2,728,981 83,118,635 $2015375 §(230,0711) §(103.421)  $(2,885,778)
Net income 878,345
Cash dividends declared—
Common ($0.62 per share) (61,144)
Preferred (36,400)
Dividend equivalents (5,996) 6,369
Treasury stock—
Commaon stock purchased
(10,490,940 shares) (626,999)
Common stock issued out of treasury
(10,473,241 shares) 11,320 (319,148) 339,690
Redemption of preferred stock (107,168) 15,832
Income tax benefit related to distributions
from employee stock comperisation plans 128,128
Unearned employee stock compensation, net 21,483
Employee stock compensation awards, net 511,383
Amortization of preferred stock issue costs o (2,139)
BALANCE, NOVEMBER 30, 2002 $692,832  $1848068  $2866290 $3909.272 $§2213979  §(208,588) $(103421)  §(3,173,087)
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THE BEAR STEARNS COMPANIES INC.

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY

continued
_ Treasury Stock
Adjustable-Rate
Cumulative
Employee Preferred Stock,
Common Stock Series A-$50
Preferred Stock Paid-in Retained Compensation Unearned Liguidation
Stock $1 Par Value Capital Earnings Plans Compensation  Preference Common Stock
(in thousands, except share and per share data) T T T T
BALANCE, NOVEMBER 30, 2002 } $692,832  $184.806  $2,866,200 $3909,272 $2,213979  §$(208,588) $(103,421)  $(3,173,087) 1
Net income ; 1,156,406
Cash dividends declared— f ;
Common ($0.74 per share) | (73,392) ’
Preferred | (31,572) ‘
Dividend equivalents (6,926) 7,333 i
Treasury stock— J
Common stock purchased (986,193) |
(14,037,987 shares)
Common stock issued out of treasury 17,934 (534,723) 596,041
(16,585,635 shares)
Redemption of preferred stock (154,417) 22,617 120 103,421
Income tax benefit refated to distributions
from employee stock compensation plans 247 475
Unearned employee stock compensation, net 19,636
Employee stock compensation awards, net 92,709 612,581
Amortization of preferred stock issue costs 7 ) by S
BALANCE, NOVEMBER 30, 2003 $§38,415 $184 806 $3 245,380 4, 954 508 $2,209,170  $(188,952) § 0 $(3 563 239)

See Notes to Consolidated Financial Statements.
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THE BEAR STEARNS COMPANIES INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1 SUMMARY OF SIGNIFICANT ACCOUNTING
POLICIES

BASIS OF PRESENTATION

The consolidated financial statements include the accounts of The
Bear Stearns Companies Inc. and its subsidiaries (“Company”). All
material intercompany transactions and balances have been elimi-
nated in consolidation. Certain prior period amounts have been
reclassified to conform to the current year’'s presentation.

The consolidated financial statements are prepared in conformity
with accounting principles generally accepted in the United
States of America. These principles require management to
make certain estimates and assumptions, including those regard-
ing inventory valuations, stock compensation, certain accrued
liabilities and the potential outcome of litigation, which may affect
the amounts reported in the consolidated financial statements
and accompanying notes. Actual results could differ materially
from these estimates.

The Company, through its principal operating subsidiaries,
Bear, Stearns & Co. Inc. (“Bear Stearns”), Bear, Stearns
Securities Corp. (“BSSC”), Bear, Stearns International Limited
(“BSIL") and Bear Stearns Bank plc (“BSB"), is primarily engaged
in business as a securities broker-dealer and operates in three
principal segments: Capital Markets, Global Clearing Services
and Wealth Management. Capital Markets is composed of the
institutional equities, fixed income and investment banking areas.
Global Clearing Services is composed of the clearance business
for prime broker and fully disclosed clients. Wealth Management
is composed of the Private Client Services (“PCS”") and asset
management areas. See Note 18, "Segment and Geographic
Area Data,” in the Notes to Consolidated Financial Statements.

FINANCIAL INSTRUMENTS

Proprietary securities, futures and other derivatives transactions
are recorded on a trade date basis. Financial instruments owned
and financial instruments sold, but not yet purchased, including
contractual commitments arising pursuant to futures, forward
and option contracts, interest rate swaps and other derivative
contracts, are recorded at fair value with the resulting net unreal-
ized gains and losses reflected in “Principal Transactions” rev-
enues in the Consolidated Statements of Income.

Fair value is generally based on quoted market prices. If quoted
market prices are not available, or if liquidating the Company’s

position is reasonably expected to affect market prices, fair value
is determined based on cther relevant factors, including dealer
price quotations, price activity for equivalent instruments and val-
uation pricing models. Valuation pricing models consider time
value, yield curve and volatility factors, prepayment speeds,
default rates, loss severity, current market and contractual prices
for the underlying financial instruments, as well as other eco-
nomic measurements.

Equity securities acquired as a result of leveraged acquisition
transactions are reflected in the consolidated financial state-
ments at their initial costs until significant transactions or devel-
opments indicate that a change in the carrying value of the
securities is appropriate. Generally, the carrying values of these
securities will be increased only in those instances where market
values are readily ascertainable by reference to substantial trans-
actions occurring in the marketplace or quoted market prices.
Reductions to the carrying value of these securities are made
when the Company’s estimate of net realizable value has
declined below the carrying value.

CUSTOMER TRANSACTIONS

Customer securities transactions are recorded on a settlement
date basis, which is generally three business days after trade
date, while the related commission revenues and expenses are
recorded on a trade date basis. Receivables from and payables to
customers include amounts related to both cash and margin
transactions. Securities owned by customers, including those that
collateralize margin or other similar transactions, are generally not
reflected in the Consolidated Statements of Financial Condition.

COLLATERALIZED SECURITIES TRANSACTIONS

Transactions involving purchases of securities under agreements
to resell (“reverse repurchase agreements”) or sales of securities
under agreements to repurchase (“repurchase agreements”) are
treated as collateralized financing transactions and are recorded
at their contracted resale or repurchase amounts plus accrued
interest. Resulting interest income and expense is generally
included in “Principal Transactions” revenues in the Consolidated
Statements of Income. Reverse repurchase agreements and
repurchase agreements are presented on a net-by-counterparty
basis, where permitted by generally accepted accounting princi-
ples. It is the Company’s general policy to take possession of
securities with a market value in excess of the principal amount
loaned plus the accrued interest thereon, in order to collateralize
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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reverse repurchase agreements. Similarly, the Company is gener-
ally required to provide securities to counterparties to collateralize
repurchase agreements. The Company’s agreements with coun-
terparties generally contain contractual provisions allowing for
additional collateral to be obtained, or excess collateral returned.
It is the Company’s policy to value collateral and to obtain addi-
tional collateral, or to retrieve excess collateral from counter-
parties, when deemed appropriate.

Securities borrowed and securities loaned are recorded based
upon the amount of cash collateral advanced or received.
Securities borrowed transactions facilitate the settlement process
and require the Company to deposit cash, letters of credit
or other collateral with the lender. With respect to securities
loaned, the Company receives collateral in the form of cash or
other collateral. The amount of collateral required to be
deposited for securities borrowed, or received for securities
loaned, is an amount generally in excess of the market value of
the applicable securities borrowed or loaned. The Company
monitors the market value of securities borrowed and loaned,
with additional collateral obtained, or excess collateral retrieved,
when deemed appropriate.

FIXED ASSETS

Depreciation of property and equipment is provided by the
Compény on a straight-line basis over the estimated useful life of
the asset. Amortization of leasehold improvements is provided on
a straight-line basis over the lesser of the estimated useful life of
the asset or the remaining life of the lease.

TRANSLATION OF FOREIGN CURRENCIES

Assets and liabilities denominated in foreign currencies are trans-
lated at fiscal year-end rates of exchange, while income statement
items are translated at daily average rates of exchange for the
fiscal year. Gains or losses resulting from foreign currency trans-
actions are included in net income.

INCOME TAXES

The Company and certain of its subsidiaries file a consolidated
federal income tax return. The Company accounts for income
taxes under the provisions of Statement of Financial Accounting
Standards (“SFAS”) No. 109, “Accounting for Income Taxes.”
Under SFAS No. 109, deferred income taxes are based on the
net tax effects of temporary differences between the financial

reporting and tax bases of assets and liabilities. In addition,
deferred income taxes are determined by the enacted tax rates
and laws expected to be in effect when the related temporary dif-
ferences are expected to be reversed.

EARNINGS PER SHARE

Earnings per share (“EPS”) is computed in accordance with
SFAS No. 128, "Earnings Per Share.” Basic EPS is computed by
dividing net income applicable to common shares, adjusted for
costs related to vested shares under the Capital Accumulation
Plan for Senior Managing Directors, as amended {(“CAP Plan”),
as well as the effect of the redemption of preferred stock, by the
weighted average number of common shares outstanding. Com-
mon shares outstanding includes vested units issued under certain
employee stock compensation plans, which will be distributed as
shares of common stock. Diluted EPS includes the determinants
of Basic EPS and, in addition, gives effect to dilutive potential
common shares related to employee stock compensation plans.

STATEMENT OF CASH FLOWS

For purposes of the Consolidated Statements of Cash Flows, the
Company has defined cash equivalents as liquid investments not
held for sale in the ordinary course of business with original
maturities of three months or less. Cash payments for interest
approximated interest expense for the fiscal years ended
November 30, 2003, 2002 and 2001. Income taxes paid totaled
$503.3 million, $221.5 million and $55.0 million for the fiscal
years ended November 30, 20083, 2002 and 2001, respectively.

STOCK-BASED COMPENSATION

In December 2002, the Financial Accounting Standards Board
("FASB") issued SFAS No. 148 “Accounting for Stock-Based
Compensation—Transition and Disclosure,” which amends SFAS
No. 123, "Accounting for Stock-Based Compensation.” SFAS
No. 148 provides three alternative methods for a voluntary change
to fair value accounting for stock-based compensation as permit-
ted under SFAS No. 123. Effective December 1, 2002, the
Company elected to adopt fair value accounting for stock-based
compensation consistent with SFAS No. 123 using the prospec-
tive method with guidance provided by SFAS No. 148. As a
result, commencing with options granted after November 30,
2002, the Company expenses the fair value of stock options
issued to employees over the related vesting period. Prior to
December 1, 2002, the Company elected to account for its
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stock-based compensation plans using the intrinsic value
method prescribed by Accounting Principles Board Opinion No.
25, "Accounting for Stock Issued to Employees” (“APB No. 257,
as permitted by SFAS No. 123. Under the provisions of APB No.
25, compensation cost for stock options is measured as the
excess, if any, of the quoted market price of the Company's
common stock at the date of grant over the amount an
employee must pay to acquire the stock. Accordingly, no com-
pensation expense had been recognized for stock option awards
granted prior to December 1, 2002 because the exercise price
was at the fair market value of the Company’s common stock on
the grant date.

The cost related to stock-based compensation included in the
determination of net income for the fiscal years ended November 30,
2003, 2002 and 2001 is less than that which would have been rec-
ognized if the fair value based method had been applied to stock
option awards since the original effective date of SFAS No. 123,

The following table illustrates the effect on net income and sam-
ings per share if the fair value based method had been applied to
all outstanding awards in each fiscal year.

I 2003 2002 2001

fin millions. except per share amounts) . B
Net income, as reported 1 $1,156.4 $878.3 $6187
Add: Stock-based employee !

compensation plans ; :

expense included in

reported net income, : f

net of related tax effects . 306.4 J 216.7 1537
Deduct: Total stock-based ! 1

employee compensation . |

plans expense determined | i

under the fair value |

based method, net of ‘
_ related tax effgcts | (359.5) {263.0) (181.4)
Pro forma net income ' $1,103.3 $832.0 $591.0
Earnings per share: 1
Basic—as reported . $ 9.4 $ 700 $ 449
Basic—pro forma '$ 9.03. $ 6.65 $ 429
Diluted—as reported '$ 852 $ 647 $ 427
Diluted—pro forma $ 816 S 615 $ 4.09

INVESTMENT BANKING AND ADVISORY SERVICES
Underwriting revenues and fees for mergers and acquisitions
advisory services are accrued when services for the transactions
are substantially completed. Transaction expenses are deferred
until the related revenue is recognized.

DERIVATIVE INSTRUMENTS AND HEDGING ACTIVITIES
SFAS No. 133, “Accounting for Derivative Instruments and
Hedging Activities,” as amended by SFAS No. 138, “Accounting
for Certain Derivative Instruments and Certain Hedging
Activities,” and SFAS No. 149 “Amendment of Statement 133 on
Derivative Instruments and Hedging Activities,” establishes
accounting and reporting standards for stand-alone derivative
instruments, derivatives embedded within other contracts or
securities, and hedging activities. It requires that all derivatives,
whether stand-alone or embedded within other contracts or
securities (except in narrowly defined circumstances), be carried
in the Company’s Consolidated Statement of Financial Condition
at their then fair value, with changes in fair value recorded in
current earnings. It also requires designated hedged items not
carried at fair value to be marked (to the extent of the profit or
loss on the derivative) for the risk being hedged, with such
changes in the fair value recorded in current earnings.

TRANSFERS AND SERVICING OF FINANCIAL ASSETS AND
EXTINGUISHMENTS OF LIABILITIES

The Company follows SFAS No. 140, “Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of
Liabilities—a Replacement of FASB Statement No. 125, to
account for securitizations and other transfers of financial assets
and collateral. SFAS No. 140 establishes accounting and report-
ing standards with a financial-components approach that
focuses on control. Under this approach, financial assets or liabil-
ities are recognized when control is established and derecog-
nized when control has been surrendered or the liability has been
extinguished. In addition, specific implementation guidelines have
been established to further distinguish transfers of financial
assets that are sales from transfers that are sscured borrowings.

NEW ACCOUNTING PRONOUNCEMENTS
In November 2002, the FASB issued FASB Interpretation (“FIN")
No. 45 "Guarantor's Accounting and Disclosure Reguirements
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for Guarantees, Including Indirect Guarantees of Indebtedness of
Others.” FIN No. 45 requires a guarantor to recognize, at incep-
tion, a liability for the fair value of the obligation undertaken in
issuing the guarantee. It also provides additional guidance on the
disclosure of guarantees. The recognition and measurement pro-
visions were effective for guarantees made or modified after
December 31, 2002. The disclosure provisions were effective for
fiscal periods ending after December 15, 2002. The Company
adopted FIN No. 45 as required in fiscal 2003 with no material
impact on the consolidated financial statements.

In January 2003, the FASB issued FIN No. 46, "Consolidation of
Variable Interest Entities—an Interpretation of ARB No. 51." FIN
No. 46 provides guidance on the consolidation of certain entities
in which equity investors do not have the characteristics of a
controlling financial interest or do not have sufficient equity at risk
for the entity to finance its activities without additional subordi-
nated financial support. Such entities are referred to as variable
interest entities (“VIES”). FIN No. 46 requires the primary benefici-
ary of a VIE to consolidate the entity. On December 24, 2003,
the FASB published a revision to FASB Interpretation No. 486,
"Consolidation of Variable Interest Entities— an Interpretation of
ARB No. 51,” ("FIN No. 46 (R)"), a replacement of FIN No. 48.
FIN No. 46 (R) provides technical corrections and addresses cer-
tain implementation issues.

In fiscal 2003, the Company adopted FIN No. 46 for VIEs in
which it acquired an interest after January 31, 2003. In fiscal
2004, the Company plans to adopt FIN No. 46 (R) for VIEs in
which it acquired variable interests before February 1, 2003 as well
as for those VIEs for which the Company has previcusly applied
FIN No. 46. Such adoption is not currently expected to have a
material impact on the consolidated financial statements. See
Note 15, "“Consolidation of Variable Interest Entities,” in the Notes
to Consolidated Financial Statements for a further discussion.

In April 2003, the FASB issued SFAS No. 148, “Amendment of
Statement 133 on Derivative Instruments and Hedging Activities.”
SFAS No. 149 amends and clarifies financial accounting and
reporting for derivative instruments, including certain derivative
instruments embedded in other contracts and for hedging
activities under SFAS No. 1383, "Accounting for Derivative
Instruments and Hedging Activities.” In addition, the statement

clarifies when a derivative contains a financing element that war-
rants special reporting in the statement of cash flows. SFAS No.
149 was effective for contracts entered into or modified after
June 30, 2003 and for hedging relationships designated after
June 30, 2008. The Company adopted SFAS No. 149 as
reguired in fiscal 2003 with no material impact on the consoli-
dated financial statements.

In May 2003, the FASRB issued SFAS No. 150, “Accounting for
Certain Financial Instruments with Characteristics of both
Liabilities and Equity.” SFAS No. 150 establishes standards for
classifying and measuring certain financial instruments with char-
acteristics of both liabilities and equity. SFAS No. 150 is effective
for financial instruments entered into or modified after May 31,
2003, and otherwise is effective at the beginning of the first
interim period beginning after June 15, 2003. The Company
adopted SFAS No. 150 as required in fiscal 2003 with no mate-
rial impact on the consolidated financial statements.

2 FAIR VALUE OF FINANCIAL INSTRUMENTS

Substantially all of the Company’s assets and liabilities are carried
at fair value or contracted amounts that approximate fair value.
Assets which are recorded at contracted amounts approximating
fair value consist largely of short-term secured receivables,
including reverse repurchase agreements, securities borrowed,
customer receivables and certain other receivables. Similarly, the
Company's short-term liabilities such as bank loans, commercial
paper, medium-term notes, repurchase agreements, securities
loaned, customer payables and certain other payables are
recorded at contracted amounts approximating fair value. These
instruments generally have variable interest rates and short-term
maturities, in many cases overnight, therefore their fair values
are not materially affected by changes in interest rates.

The estimated fair value of the Company’s long-term borrowings,
based on market rates of interest and current foreign exchange
rates available to the Company at November 30, 2003 for debt
obligations of similar maturity, approximate carrying value. The
Company hedges the economic risks associated with its long-
and short-term debt. The Company generally enters into interest
rate swaps and other transactions designed to either convert its
fixed-rate debt into floating-rate debt or otherwise hedge its
exposure to interest rate movements.
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3 FINANCIAL INSTRUMENTS

Financial instruments owned and financial instruments sold, but
not yet purchased, consisting of the Company’s proprietary trad-
ing inventories, at fair value, as of November 30, were as follows:

| 2008 2002
{in thousands) T ’ :
FINANGIAL INSTRUMENTS OWNED: |
US government and agency ‘ '$ 4,963,125 | $5,754,144
Other sovereign governments I 1,019,394 1,064,850
Corporate equity and convertible debt 12,531,849 7,746,419
Corporate debt and other 9,554,939 7,158,347
Mortgages, mortgage- and asset-backed | 21,377,386| 20,198,882
Derivative financial instruments | 9,785,965 | 11,522,026
' $59,232,658 | $53,444,668
FINANCIAL INSTRUMENTS SOLD, l
BUT NOT YET PURCHASED: |
US government and agency '$ 9,991,764 | §$ 8,206,597
Other sovereign governments ‘ 740,052 1,209,421
Corporate equity and convertible debt 6,301,051 4,935,396
Corporate debt and other 1,477,448 2,034,391
Mortgages, mortgage- and asset-backed 278,294 179,593
Derivative financial instruments ;8,320,538 7,855,875
g $27,100,147 | $24421273

As of November 30, 2003 and 2002, all financial instruments
owned that were pledged to counterparties where the counter-
party has the right, by contract or custom, 10 rehypothecate
those securities are classified as “Financial Instruments Owned,
Pledged as Collateral” in the Consolidated Statements of
Financial Condition.

Financial instruments sold, but not yet purchased, represent obli-
gations of the Company to deliver the specified financial instru-
ment at the contracted price and thereby create a liability to
purchase the financial instrument in the market at prevailing
prices. Accordingly, these transactions result in off-balance-sheet
risk as the Company’s ultimate obligation 1o repurchase such
securities may exceed the amount recognized in the Consoli-
dated Statements of Financial Condition.

4 SHORT-TERM BORROWINGS

The Company obtains short-term borrowings, the majority of
which are unsecured, through the issuance of commercial paper,
short-term medium-term notes (“MTNs") and bank loans. The
interest rates on such short-term borrowings reflect market rates
of interest at the time of the transactions.

The Company’s short-term borrowings at November 30 con-
sisted of the following:
e

) | 2003 2002
{in thousands) | '

I S
Commercial paper ‘($ 3,696,758 $ 7,316,853
Medium-term notes . 1,950,088 1,856,599
Bank loans & other borrowings | 7,740,816 5,236,374

Total short-term borrowings

$13,387,662 $14,409,826

During the fiscal years ended November 30, 2003, 2002 and
2001, the weighted average interest rates on commercial paper
borrowings were 1.28%, 1.89% and 4.55%, respectively. The
weighted average rates on commercial paper outstanding at
November 30, 2003 and November 30, 2002 were 1.07% and
1.52%, respectively.

MTNs generally bear interest at variable rates based on LIBOR.
During the fiscal years ended November 30, 2003, 2002 and
2001, the weighted average interest rates on MTNs were 1.36%,
2.05% and 4.85%, respectively. The weighted average rates on
MTNs outstanding at November 30, 2003 and 2002 were 1.18%
and 1.60%, respectively.

During the fiscal years ended November 30, 2003, 2002 and
2001, the weighted average interest rates on bank loans and
other borrowings were 1.61%, 2.41% and 3.60%, respectively.
The weighted average rates on such borrowings outstanding at
November 30, 2003 and November 30, 2002 were 1.44% and
1.96%, respectively.
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5 LONG-TERM BORROWINGS

The Company’s long-term borrowings (which have original
maturities of at least 12 months) at November 30 consisted of
the following:

2003 2002
(in thousands) L
Fixed-rate notes due 2004 to 2018:"
US-dollar-denominated $13,356,389 | $ 8,997,716
Floating-rate notes due 2004 to 2007:
US-dollar-denominated 1,643,902 2,807,525
Non-US-dollar-denominated 59,734 49,750
Medium-term notes and
other borrowings:@
US-dollar-denominated 8,925,476 7,756,837
Non-US-dollar-denominated | 5,444,964 4,069,571
Total long-term borrowings $29,430,465 | $23,681,399

Amounts include fair value adjustments in accordance with SFAS No. 133,

(1) At November 30, 2003, US-dollar-denominated fixed-rate notes are at interest rates
ranging from 2.88% to 8.75%.
(2} Included are various equiry-linked or indexed instruments.

The Company has entered into interest rate swaps and other
transactions to convert its fixed-rate notes into floating rates based
on LIBOR. The weighted average effective interest rates on the
Company’s fixed-rate notes, after giving effect to the swaps, during
the fiscal years ended November 30, 2003, 2002 and 2001, were
1.99%, 2.69% and 5.29%, respectively. The weighted average
effective interest rates on the Company'’s fixed-rate notes out-
standing, after giving effect to the swaps, at November 30, 2003
and November 30, 2002 were 1.73% and 2.24%, respectively.

The floating-rate notes bear interest at rates primarily related to
LIBOR. For floating-rate notes that are not based on LIBOR, the
Company has entered into interest rate swaps and other trans-
actions to convert them into floating rates based on LIBOR.
During the fiscal years ended November 30, 2003, 2002 and
2001, the weighted average effective interest rates on the floating-
rate notes, after giving effect to the swaps, were 1.77%, 2.45%
and 5.24%, respectively. The weighted average effective interest
rates on the floating-rate notes outstanding, after giving effect to
the swaps, at November 30, 2003 and November 30, 2002 were
1.65% and 2.18%, respectively.

At November 30, 2003, the Company’s long-term MTNs have
initial maturities ranging from 12 months to 25 years from the
date of issue and bear interest at either a fixed-rate or a variable

rate primarily based on LIBOR. The Company has entered into
interest rate swaps and certain other transactions to convert sub-
stantially all of its fixed-rate MTNs into floating rates based on
LIBOR. During the fiscal years ended November 30, 2003, 2002
and 2001, the weighted average interest rates on the MTNSs, after
giving effect to the swaps, were 1.95%, 2.53% and 4.91%, respec-
tively. The weighted average interest rates on the Company’s
MTNSs, after giving effect to the swaps, at November 30, 2003
and November 30, 2002 were 1.65% and 2.08%, respectively.

The Company’s long-term borrowings at November 30, 2003
mature as follows:

(in thousands)

FISCAL YEAR AMOUNT
2004 $ 4,867,086
2005 5,989,382
2006 4,785,396
2007 3,385,735
2008 3,398,650
Thereafter 7,004,216
Total 828,430,485

Amounts include fair value adjustments in accordance with SFAS No. 133.

Instruments governing certain indebtedness of the Company
contain various financial covenants, including maintenance of
minimum levels of stockholders’ equity of the Company. At
November 30, 2003, the Company was in compliance with all
financial covenants contained in these debt agreements.

6 INCOME TAXES
The provision for income taxes for the fiscal years ended
November 30 consisted of the following:

2003 2002 2001

(71'{1 Ihoumm{:) | _i'
CURRENT:
Federal $594,442 ' $342982  $400,343
State and local 156,451 | 85,954 108,191
Foreign | 49800 28,056 33,861
Total current | 800,693 456,992 542,395
DEFERRED: ,
Federal © (133,688) (16,364) (166,718)
State and local (52,700) | (6,452) (67,752)
Foreign B 1,558 . (1,558) 1,554
Total deferred (184,830) 1 (24374)  (232,916)
Total provision for ;

income taxes 18615863 | $432618 309479
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As of November 30, 2003, the Company had approximately
$582 million in accumulated earnings permanently reinvested
overseas. If such income were repatriated, additional federal
income tax (net of available tax credits) at current tax rates would
be approximately $77 million.

Significant components of the Company’s deferred tax assets
(liabilities) as of November 30 were as follows:

2003 2002

(in thousands) ﬁw_—ﬂi ' B Lo
DEFERRED TAX ASSETS: ; ’
Deferred compensation $1,114,456 | § 955619
Liability reserves 163,153 181,895
Valuation reserves 16,890 7,392
Depreciation/amortization — 331
Unrealized loss 29,084 15,769
Partnerships 72,039 61,253
Other 44,265 34,863
Total deferred tax assets | 1,430,887 | 1,257,122
DEFERRED TAX LIABILITIES:
Unrealized appreciation ' (40,771) (56,845)
Depreciation/amortization i (11,669) —
Other (s8] (9.119)
Total deferred tax liabilities 1 (63,898) | (65,963)
Net deferred tax assets | $1,375,989 | $1,191,159

S SR LEL b

No valuation allowance has been established against deferred
tax assets since it is more likely than not that the deferred tax
assets will be realized.

A reconciliation of the statutory federal income tax rates to
the Company’s effective tax rates for the fiscal years ended
November 30 was as follows:

| 2003 2002 2001

Statutory rate | 35.0% 35.0% 35.0%
State and local income taxes, i

net of federal benefit ’ 3.8 3.9 2.8
Tax-exempt interest income ! .

and dividend exclusion ' (2.8) | (3.0) (2.4)
Domestic tax credits i (0.3) (2.5) (3.2)
Other, net | (0.9) (0.4) 0.8
Effective tax rate _|34.8%  330%  33.0%

Not included in the effective tax rate is the effect of approximately
$247.5 milion, $128.1 million and $143.4 million in income tax
benefits attributable to the distribution of common stock under
the CAP Plan and other deferred compensation plans, credited
directly to paid-in capital, for fiscal 2003, 2002 and 2001,
respectively.

7 REGULATORY REQUIREMENTS

Bear Stearns and BSSC are registered broker-dealers and,
accordingly, are subject to Rule 15¢3-1 under the Securities
Exchange Act of 1934 (“Net Capital Rule”) and the capital rules
of the New York Stock Exchange, Inc. ("NYSE”), the Commaodity
Futures Trading Commission (“CFTC”) and other principal
exchanges of which Bear Stearns and BSSC are members.
Included in the computation of net capital, as defined, of
Bear Stearns is $785.6 million, which is net capital of BSSC in
excess of 5.5% of aggregate debit items arising from customer
transactions. At November 30, 20083, Bear Stearns’ net capital of
$2.04 billion exceeded the minimum requirement by $2.00 billion.

BSIL and Bear Stearns International Trading Limited (“BSIT"),
London-based broker-dealer subsidiaries, are subject to the reg-
ulatory capital requirements of the Financial Services Authority.

BSB, an Ireland-based bank principally involved in the trading
and sales of fixed income products, is registered in Ireland and
is subject to the regulatory capital requirements of the Irish
Financial Services Regulatory Authority.

At November 30, 2003, Bear Stearns, BSSC, BSIL, BSIT
and BSB were in compliance with their respective regulatory
capital requirements.

Regulatory rules, as well as certain covenants contained in
various instruments governing indebtedness of the Company,
Bear Stearns and other regulated subsidiaries, may restrict the
Company’s ability to withdraw capital from its regulated sub-
sidiaries, which in turn could limit the Company’s ability to pay
dividends. Also, the Company’s broker-dealer subsidiaries and
other regulated subsidiaries are subject to minimum capital
requirements which may restrict-the Company’s ability to with-
draw capital from its regulated subsidiaries, which in turn could
Iimit the Company’s ability to pay dividends. At November 30,
2003, approximately $2.34 billion in equity capital of Bear Stearns,
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BSSC, BSIL, BSIT and BSB was restricted as to the payment of
cash dividends and advances to the Company.

8§ PREFERRED STOCK

PREFERRED STOCK ISSUED BY THE BEAR STEARNS
COMPANIES INC.

The Company previously issued 3.0 million shares of Adjustable-
rate Cumulative Preferred Stock, Series A (“Preferred Stock™).
The Preferred Stock had a liquidation preference of $50 per
share and was entitied to dividends, on a cumulative basis, at a
rate equal to 135 basis points below the highest of the Treasury
Bill Rate, the 10-year Constant Maturity Rate and the 30-year
Constant Maturity Rate, as defined; however, the dividend rate
for any dividend period could not be less than 5.50% per annum,
nor greater than 11.00% per annum. The weighted average divi-
dend rate on the Preferred Stock was 5.50% during the fiscal
year ended November 30, 2003. The Company did not repur-
chase any shares during the fiscal year ended November 30,
2003. On November 26, 2003, the Company retired 2,520,750
shares of Preferred Stock held in treasury stock. On January 15,
2004, the Company redeemed and retired all of the outstanding
Preferred Stock, approximating $24.0 million in aggregate princi-
pal amount plus accrued dividends.

The Company has outstanding 3,817,850 depositary shares rep-
resenting 954,463 shares of Cumulative Preferred Stock, Series
E ("Series E Preferred Stock”), having an aggregate liguidation
preference of $180.9 million as of November 30, 2003. Each
depositary share represents a one-fourth interest in a share of
Series E Preferred Stock. Dividends on the Series E Preferred Stock
are payable at an annual rate of 8.15%. Series E Preferred Stock is
redeemable at the option of the Company at any time on or after
January 15, 2008, in whole or in part, at a redemption price of
$200 per share (equivalent to $50 per depositary share), plus
accrued but unpaid dividends to the redemption date. The
Company did not repurchase any depositary shares during the fis-
cal year ended November 30, 20083.

The Company has outstanding 3,092,800 depositary shares rep-
resenting 773,200 shares of Cumulative Preferred Stock, Series
F (“Series F Preferred Stock”), having an aggregate liquidation
preference of $154.6 million as of November 30, 2003. Each
depositary share represents a one-fourth interest in a share of
Series F Preferred Stock. Dividends on the Series F Preferred

Stock are payable at an annual rate of 5.72%. Series F Preferred
Stock is redeesmable at the option of the Company at any time on
or after April 15, 2008, in whole or in part, at a redempticn price
of $200 per share (equivalent to $50 per depositary share), plus
accrued but unpaid dividends to the redemption date. During the
fiscal year ended November 30, 2003, the Company redeemed
and retired 201,000 depositary shares.

The Company has outstanding 3,378,400 depositary shares rep-
resenting 844,600 shares of Cumulative Preferred Stock, Series
G (“Series G Preferred Stock”), having an aggregate liquidation
preference of $168.9 million as of November 30, 2003. Each
depositary share represents a one-fourth interest in a share of
Series G Preferred Stock. Dividends on the Series G Preferred
Stock are payable at an annual rate of 5.49%. Series G Preferred
Stock is redeemable at the option of the Company at any time on
or after July 15, 2008, in whole or in part, at a redemption price
of $200 per share (equivalent to $50 per depositary share), plus
accrued but unpaid dividends to the redemption date. During the
fiscal year ended November 30, 2003, the Company redeemed
and retired 366,600 depositary shares.

PREFERRED STOCK ISSUED BY SUBSIDIARIES

Bear Stearns Capital Trust |l ("Capital Trust II"}, a wholly owned
subsidiary of the Company, had outstanding $300.0 million of
Guaranteed Preferred Beneficial Interests in Company Subordinated
Debt Securities (“Preferred Securities”). The Preferred Securities
were fixed-rate securities, which had a liquidation value of $25
per security. Holders of the Preferred Securities were entitled to
recelve guarterly preferential cash distributions at an annual rate
of 7.5% through December 15, 2028. The proceeds of the
issuance of the Preferred Securities were used to purchase junior
subordinated deferrable interest debentures (“Debentures”)
issued by the Company. The Debentures had terms that cor-
respond to the terms of the Preferred Securities and were the
sole assets of Capital Trust Il. The Preferred Securities had
a maturity date of December 15, 2028. On December 15, 2003,
the Company exercised its option and prepaid all of the out-
standing Debentures, resulting in the corresponding redemption
of $300.0 million aggregate principal amount of Capital
Securities plus accrued distributions.

Bear Stearns Capital Trust 1l {*Capital Trust "), a wholly owned
subsidiary of the Company, has issued $262.5 million (10,500,000
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shares) of Guaranteed Preferred Beneficial Interests in Company
Subordinated Debt Securities (“Preferred Securities”). The Preferred
Securities are fixed-rate securities, which have a liguidation value
of $25 per security. Holders of the Preferred Securities are enti-
tled to receive quarterly preferential cash distributions at an
annual rate of 7.8% through May 15, 2031, The proceeds of the
issuance of the Preferred Securities were used to acquire junior
subordinated deferrable interest debentures (“Debentures”)
issued by the Company. The Debentures have terms that corre-
spond to the terms of the Preferred Securities and are the sole
assets of Capital Trust Ill. The Preferred Securities will mature on
May 15, 2031. The Company, at its option, may redeem the
Preferred Securities at their principal amount plus accrued distri-
butions beginning May 15, 2006.

9 EARNINGS PER SHARE

EPS is computed in accordance with SFAS No. 128, “Earnings
Per Share.” Basic EPS is computed by dividing net income appli-
cable to common shares, adjusted for costs related to vested
shares under the CAP Plan, as well as the effect of the redemp-
tion of preferred stock, by the weighted average number of com-
mon shares outstanding. Common shares outstanding includes
vested units issued under certain employee stock compensation
plans that will be distributed as shares of common stock. Diluted
EPS includes the determinants of Basic EPS and, in addition,
gives effect to dilutive potential common shares related to
employee stock compensation plans.

The computations of Basic and Diluted EPS for the fiscal years ended November 30 are set forth below:

(in thousands, except per share amounts)

Net income
Preferred stock dividends
Redemption of preferred stock
Income adjustment (net of tax) applicable to
deferred compensation arrangements—vested shares

Net earnings used for Basic EPS
Income adjustment (net of tax) applicable to deferred
__compensation arrangements—non-vested shares

Neﬁtrearpingisfused for Diluted EPS

Total basic weighted average common shares outstanding(?

Effect of dilutive securities:
Employee stock options
CAP and restricted units

Dilutive potential common shares

Weighted average number of common shares outsta'naiﬁrgiand

dilutive potential commion shares

Basic EPS
Diluted EPS

; 2003 j o 2002 o '”727901 o

| L
1$1,156,406 | $878,345 $618,692
| (31,375)] (35,506) (39,113)
| 720 15,832 —
81,177 L___W@,ng 60197
1,206,928 | 928,999 639,776
| 29068 17536 7 9,797
1$1,235,991 | $946535  $649,573

| 1278200 132798 142,643
2,415 | 1,593 917

) 14,792 . 11,955 8,657
17,207 | 13,548 9,574

_ S . -l

|

145,027 . 146346 152217

'$ 9.44 $ 7.0 $ 449

$ 85, 0§ 647 0§ 4219

(1) Includes 29,610,739, 34,083,394 and 41,612,857 vested units for the fiscal years ended November 30, 2003, 2002 and 2001, respectively, issued under certain employee stock

compensation plans, which will be distributed as shares of common stock.

(2) Net of a 3.04 per share loss due to the cumulative effect of a change in accounting principle.
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10 EMPLOYEE BENEFIT PLAN

The Company has a qualified non-contributory profit sharing plan
covering substantially ali employees. Contributions are made at
the discretion of management in amounts that relate to the
Company'’s level of income before provision for income taxes.
The Company's expense related to the profit sharing plan for the
fiscal years ended November 30, 2003, 2002 and 2001 was
$32.4 million, $26.2 milion and $13.5 million, respectively.

11 STOCK COMPENSATION PLANS

The Company has various stock compensation plans designed
to increase the emphasis on stock-based incentive compen-
sation and align the compensation of cur key employees with
the long-term interests of stockholders. These plans are summa-
rized below.

CAPITAL ACCUMULATION PLAN

Pursuant to the CAP Plan, certain key executives receive a por-
tion of their total annual compensation in the form of CAP units.
Beginning with fiscal 2001, the number of CAP units credited is a
function of the dollar amount awarded to each participant and
the closing fair market value of the Company’s common stock on
the date of the award. The CAP units awarded under the CAP
Plan subsequent to June 30, 1899 are generally subject to vest-
ing. The total number of CAP units that may be issued under the
CAP Plan during any fiscal year may not exceed 15% of the sum
of issued and outstanding shares of common stock and CAP
units outstanding determined as of the last day of the current
fiscal year.

Each CAP unit gives the participant an unsecured right to
receive, on an annual basis, an amount equal to the Company’s
pre-tax income or loss per share, as defined by the CAP Plan,
less the value of certain changes in the Company's book value
per common share during such fiscal year resulting from
increases or decreases in the Company’s consolidated retained
earnings ("earnings adjustment”). The earnings adjustment will be
credited to each participant’s deferred compensation account in
the form of additional CAP units, subject to certain limitations,
based on the number of CAP units in such account at the end of
each fiscal year. The number of CAP units credited depends on the
amount awarded to each participant and the average per share
cost of common stock acquired by the Company. On completion
of the five year deferral period, participants are entitied to receive

shares of common stock equal to the number of CAP units then
credited to their respective deferred compensation accounts.

During the fiscal years ended November 30, 2003, 2002 and
2001, the Company expensed $294.8 million, $245.1 million and
$167.8 million, respectively, attributable to CAP units granted to
participants in each of those years. In addition, during the fiscal
years ended November 30, 2003, 2002 and 2001, the Company
recognized expense of $193.0 million, $154.0 million and $123.0
million, respectively, attributable to CAP units with respect to the
earnings adjustment. Compensation allocated pursuant to the CAP
Plan is credited to participants’ deferred compensation accounts
in the form of CAP units and included in stockholders’ equity.

RESTRICTED STOCK UNIT PLAN

The Restricted Stock Unit Plan (“RSU Plan") provides for a portion
of certain key employees’ compensation to be granted, with allo-
cations made to participants’ deferred compensation accounts in
the form of restricted stock units ("“RSUs"). Under the RSU Plan,
RSUs granted to employees have various vesting provisions and
generally convert to common stock within four years. Such units
are restricted from sale, transfer or assignment until the end of
the restriction period. Holders of restricted stock units generally
may forfeit ownership of a portion of their award if employment is
terminated before the end of the vesting period. Holders of RSUs
are entitled to receive a dividend in the form of additional RSUs,
based on dividends declared on the Company’s common stock.
The total number of RSUs that may be granted under the RSU
Plan may not exceed 10,000,000. As of November 30, 2003, the
total number of RSUs outstanding were 8,091,651, Through
November 30, 2003, 694,838 RSUs have been converted to
common stock.

The Company measures compensation cost for RSUs based on
the fair market value of its common stock at the award date. A por-
tion related to current service is expensed in the year of the award
and that portion relating to future service is amartized over the vest-
ing period. Amounts awarded and deferred pursuant to the RSU
Plan and the unamortized portion of these amounts are shown as
separate components of stockholders’ equity. During the fiscal
years ended November 30, 2003, 2002 and 2001, the Company
recognized compensation expense of $111.8 milion, $108.4 mil-
lion and $84.7 million, respectively, related to these awards.

THE BEAR STEARNS COMPANIES INC.

oY




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

continued

STOCK AWARD PLAN

Pursuant to the Stock Award Plan, certain key employees are
given the opportunity to acquire common stock through the
grant of options. Stock options generally have a 10-year expira-
tion. The total number of stock options that may be issued under
the Stock Award Plan may not exceed 35,000,000. As of
November 30, 2003, the total number of stock options outstand-
ing was 23,733,199, Through November 30, 20083, 2,423,672
stock options have been converted to common stock.

Effective December 1, 2002, the Company has adopted fair
value accounting for stock-based compensation consistent with
SFAS No. 123 using the prospective method with guidance pro-
vided by SFAS No. 148. As a result, commencing with options
granted after November 30, 2002, the Company expenses the
fair value of stock options issued to employees over the related
vesting period. Prior to December 1, 2002, the Company elected
to account for its stock-based compensation plans using the
intrinsic value method prescribed by APB No. 25, as permitted
by SFAS No. 123. Under the provisions of APB No. 25, compen-
sation cost for stock options is measured as the excess, if any, of
the quoted market price of the Company’s common stock at the
date of grant over the amount an employee must pay to acquire
the stock. Accordingly, no compensation expense had been rec-
ognized for stock option awards prior to December 1, 2002
because the exercise price was at the fair market value of the
Company’s common stock on the grant date.

On December 15, 2003, the Company awarded approximately
$110 million of employee stock options of which $83.5 million
were immediately vested and expensed in fiscal 2003, with the
balance of the unvested awards to be expensed over the future
vesting periods. In fiscal 2003, the Company recognized total
compensation expense related to stock options of $32.7 million.
No stock opticn compensation expense was recognized by the
Company in fiscal 2002. The effects of applying SFAS No. 123
may be less in fiscal 2003 than the effects on net income and
earnings per share in future periods because this is the initial year

of adoption. Future years may reflect compensation expense from
options granted in that year, as well as continuing recognition of
expense associated with options issued in prior years as they vest.

Fair value was estimated at grant date based on a modified
Black-Scholes option-pricing model. The weighted average
fair value of options granted related to the fiscal years ended
November 30, 2003, 2002, and 2001 was $19.36, $21.19 and
$19.28 per option, respectively. These amounts reflect adjust-
ments for vesting requirements and potential maturity shortening.

The following table highlights the assumptions used for the fiscal
years ended November 30;

2003 2002 2001
Risk-free interest rate 317% 4.21% 5.20%
Expected option life 5 years 5 years 5 years
Expected stock price volatility 27% 33% 33%
Dividend yield 1.11% 1.06% 1.00%

NON-EMPLOYEE DIRECTORS’ STOCK OPTION AND
STOCK UNIT PLAN

Pursuant to the Non-Employee Directors’ Stock Option and
Stock Unit Plan (“Directors’ Plan™), members of the Board of
Directors of the Company who are not employees of the
Company or any of its subsidiaries (“Non-Employee Directors”)
may be offered the opportunity to acquire common stock
through the grant of options and will receive common stock on
the vesting of RSUs. Non-Employee Directors may elect to
exchange a portion of their annual cash retainer paid by the
Company for services rendered as a director, for stock options or
RSUs. Stock options and RSUs issued under the plan generally
vest six months after the date of issuance and stock options
have a 10-year expiration. The total number of stock options and
RSUs combined that may be issued under the Directors’ Plan
may not exceed 300,000. As of November 30, 2003, the total
number of stock options and RSUs outstanding was 77,650 and
9,534, respectively. Through November 30, 2003, 2,000 stock
options and 686 RSUs have been converted to common stock.
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The following is a summary of CAP units and RSUs outstanding:

Cap Units RSUs®@

Balance, November 30, 2000 49,057 657 6,402,562
Granted(") 5,280,746 2,684,220
Forfeited (999,238} {952,404)
Distributed (10,663,459) (65,283)
Balance, November 30, 2001 42,675,706 8,069,095
Granted(") 6,615,127 2,540,522
Forfeited {(175,259) (522,861)
Distributed (9,644,990 (209,914)
Balance, November 30, 2002 | 39,470,584 9,876,842
Granted(" , 6,785,704 2,386,795 ‘t
Forfeited | (230,740) (458,073) |
Distributed o ~](18,230,305) (1,436,785) $_

I Vi ,795, ,368, ‘
Balance, November 30, 2003 _ o 32,795,243 . 1_0 368,779

(1) Average market price for units granted was $72.01, $60.32 and $55.27 for fiscal years ended November 30, 2003, 2002 and 2001, respeciively.
(2) Includes 2,267,594, 3,381,903, 3,546,676 and 4,218,402 RSUs ouistanding as of November 30, 2003, 2002, 2001 and 2000, respectively, which were granted under a
one-time award.

Activity with respect to stock options for the fiscal years ended November 30 is presented below:

L 2003 | 2002 2001

B " Weighted | " Weighted 7 Weighted

Average Average Average

Number of Exercise Number of Exercise Number of Exercise

o ﬂ. Sharrefr L If[r_i(;g Shares Price_ﬁ S Shares Price

Beginning balance 20,454,067 $53.12 17,474,422 $50.23 12,800,450 $46.76
Granted ’ 5,727,498 $73.70 4,315,153 $63.78 6,038,092 $56.81
Exercised | (1,869,506) $41.72 {550,357) $48.03 (5,809) $49.63
Forfeited (501,210) $55.73 (785,151) $51.10 (1,358,311) $46.73
Ending balance 23,819&9“) $58.91 20,454,067 $53.12 17,474,4220) $50.23

(1) 6,808,154, 267,559 and 308,613 stock options were exercisable with a weighred average exercise price of $63.98, $52.76 and $47.53 ar November 30, 2003, 2002 and 2001,
respectively.

information for the Company’s stock options as of November 30, 2003 is presented in the following table:

. ‘thions Outstanding o ‘Qﬂ@?, E)iqrcisable

Average WeightveAdw o
Weighted Remaining Average
Range of Number Average Contractual Number Exercise
Exercise Prices o L VOutstand‘mg Exercise Price  Life (\_{egrs)A _}E;(g;cis_a't)le Price_» -
$38,75-$45.99 . 1,588,186 $38.89 6.1 1,586,231 $38.88
$46.00-$54.99 6,733,374 $49.64 7.0 66,273 $50.29
$55.00-$64.99 9,779,559 $59.88 8.4 579,576 $57.33
$65.00-$81.99 5,709,7?& $73.74 10.0 4,576,% $73.73
Total 23,810,849 $58.91 8.2 6,808,154 $63.98
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12 DERIVATIVES AND HEDGING ACTIVITIES

The Company, in its capacity as a dealer in over-the-counter
derivative financial instruments and its proprietary market-making
and trading activities, enters into transactions in a variety of cash
and derivative financial instruments for proprietary trading and to
manage its exposure to market and credit risk. These risks
include interest rate, exchange rate, equity price and commod-
ity price risk. A derivative is defined as a financial contract
whose value is based on underlying reference interest rates, cur-
rencies, commodities, market indices or securities. This includes
futures, forward, swap or option contracts, as well as caps,
floors and collars. Generally, these financial instruments represent
commitments or rights to exchange interest payment streams or
currencies or to purchase or sell other securities at specific terms
at specified future dates. Option contracts generally provide the
holder with the right, but not the obligation, to purchase or sell a
financial instrument at a specific price on or before an estab-
lished date or dates. These financial instruments may result in
market and/or credit risk in excess of amounts recorded in the
Consolidated Statements of Financial Condition.

MARKET RISK

Derivative financial instruments involve varying degrees of off-
balance-sheet market risk whereby changes in the level or volatility
of interest rates, foreign currency exchange rates or market values
of the underlying financial instruments may result in changes in
the value of the financial instrument in excess of the amounts
currently reflected in the Consolidated Statements of Financial
Condition. The Company’s exposure to market risk is influenced
by a number of factors, including the relationships among and
between financial instruments with off-balance-shest risk, the
Company’s proprietary securities, futures and derivatives invento-
ries as well as the volatility and liquidity in the markets in which the
financial instruments are traded. In many cases, the use of financial
instruments serves to modify or offset market risk associated with
other transactions and, accordingly, serves to decrease the
Company’s overall exposure to market risk. The Company
attempts to control its exposure to market risk through the use of
hedging strategies and various statistical monitoring techniques.

CREDIT RISK
Derivative financial instruments represent contractual commit-
ments between counterparties that derive their value from

changes in an underlying interest rate, currency exchange rate,
index (e.g., S&P 500), reference rate (e.g., LIBOR), or asset value
referenced in the related contract. Some derivatives, such as
futures contracts, certain options and indexed referenced war-
rants, can be traded on an exchange. Other derivatives, such as
interest rate and currency swaps, caps, floors, collars, swap-
tions, equity swaps and options, credit derivatives, structured
notes and forward contracts, are negotiated in the over-the-
counter markets. Derivatives generate both on- and off-balance-
sheet risks depending on the nature of the contract. The
Company is engaged as a dealer in over-the-counter derivatives
and, accoerdingly, enters into transactions involving derivative
instruments as part of its customer-related and proprietary
trading activities.

The Company’s dealer activities require it to make markets and
trade a variety of derivative instruments. In connection with these
activities, the Company attempts to mitigate its exposure to mar-
ket risk by entering into hedging transactions which may include
over-the-counter derivative contracts or the purchase or sale of
interest-bearing securities, equity securities, financial futures and
forward contracts. In this regard, the utilization of derivative
instruments is designed to reduce or mitigate market risks
associated with holding dealer inventories or in connection with
arbitrage-related trading activities. The Company also utilizes
interest rate and currency swaps as well as futures contracts and
US treasury positions to hedge its debt issuances as part of its
asset and liability management.

Credit risk arises from the potential inability of counterparties to
perform in accordance with the terms of the contract. At any
point in time, the Company'’s exposure {0 credit risk associated
with counterparty non-performance is generally limited to the net
replacement cost of over-the-counter contracts net of the value
of collateral held. Such financial instruments are reported at fair
value on a net-by-counterparty basis pursuant to enforceable
netting agreements. Exchange-traded financial instruments, such
as futures and options, generally do not give rise to significant
unsecured counterparty exposure due to the Company's margin
requirements, which may be greater than those prescribed by
the individual exchanges. Options written generally do not give
rise to counterparty credit risk since they obligate the Company
{(not its counterparty) to perform.
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The Company has controls in place to monitor credit exposures
by assessing the future creditworthiness of counterparties and
limiting transactions with specific counterparties. The Company
also seeks to control credit risk by following an established credit
approval process, monitoring credit limits and requiring collateral
where appropriate.

The following table summarizes the counterparty credit quality of
the Company’s exposure with respect to over-the-counter deriv-
atives (including foreign exchange and forward-setting mortgage
transactions) as of November 30, 2003:

Over-the-Counter Derivatives Credit Exposure(!)

Percentage
Exposure, of Exposure,
Net of Net of
Rating(?) Exposure  Collateralt®  Collaterai®) Collateral
(in millions)
AAA $2,063 $ 825 $1.293 32%
AA 2,209 826 1,427 35%
A 1,559 793 951 23%
BBB 436 769 222 5%
BB and lower 679 1,181 212 5%
Non-rated 2 — 2 0%

(1) Excluded are covered rransactions structured to ensure that the market values of col-
lareral will at all times equal or exceed the related exposures. The net exposure for
these transactions will, under all circumstances, be zero.

(2) Internal counterparty credit ratings. as assigned by the Company’s Credit Department,
converted to rating agency equivalents.

(3) For lower-rated counterparties, the Company generally receives collateral in excess
of the current market value of derivatives contracts.

(4) In calculating exposure net of collateral, collateral amounts are limited to the amount
of current exposure for each counterparty. Excess collateral is not applied to reduce
exposire because such excess in one counterparty portfolio cannot be applied o defi-
cient collateral in a different counterparty portfolio.

CONCENTRATION RISK

The Company is subject to concentration risk by holding large
positions or committing to hold large positions in certain types of
securities, securities of a single issuer (including governments),
issuers located in a particular country or geographic area, or
issuers engaged In a particular industry. Positions taken and
commitments made by the Company, including underwritings,
often involve substantial amounts and significant exposure to
individual issuers and businesses, including non-investment-
grade issuers. In addition, substantially all of the collateral held by
the Company for reverse repurchase agreements consists of
securities issued by the US government and agencies. The
Company seeks to limit concentration risk through the use of the
systems and procedures described in the preceding discussions
of market and credit risk.

NON-TRADING DERIVATIVES ACTIVITY

To modify the interest rate characteristics of its long- and short-
term debt, the Company also engages in non-trading derivatives
activities. The Company has issued US-dollar- and foreign currency-
denominated debt with both variable- and fixed-rate interest pay-
ment obligations. The Company has entered into interest rate
swaps, primarily based on LIBOR, to convert fixed-rate interest
payments on its debt obligations into variable-rate payments. In
addition, for foreign currency debt obligations that are not used
to fund assets in the same currency, the Company has entered
into currency swap agreements that effectively convert the debt
into US dollar obligations. Such transactions are accounted for as
fair value hedges. Interest payment obligations on variable-rate
debt obligations may also be modified through interest rate swaps,
which may change the underlying basis or reset frequency.

These financial instruments are subject to the same market and
credit risks as those that are traded in connection with the
Company’s market-making and trading activities. The Company
has similar controls in place to monitor these risks.

Interest rate swap agreements reduced net interest expense on
the Company’s long- and short-term debt obligations by $635.3
million, $630.4 million and $184.4 milion during the fiscal years
ended November 30, 2003, 2002 and 2001, respectively.

SFAS No. 133, "Accounting for Derivative Instruments and
Hedging Activities,” as amended by SFAS No. 138, “Accounting
for Certain Derivative Instruments and Certain Hedging
Activities,” and SFAS No. 149 “Amendment of Statement 133 on
Derivative Instruments and Hedging Activities,” establishes
accounting and reporting standards for stand-alone derivative
instruments, derivatives embedded within other contracts or
securities and for hedging activities. It requires that all derivatives,
whether stand-alone or embedded within other contracts or
securities (except in very defined circumstances) be carried on
the Company’s Statement of Financial Condition at their then fair
value. SFAS No. 133 requires that all derivatives be carried at fair
value, including those used as hedges. SFAS No. 133 also
requires items designated as being hedged, previously carried at
accrued values now be marked to market for the risk being
hedged, provided that the intent to hedge is fully documented.
Any resultant net change in value for both the hedging derivative
and the hedged item is recognized in earnings immediately, such
net effect being deemed the "ineffective” portion of the hedge.
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The gains and losses associated with the ineffective portion of
the fair value hedges are included in “Principal Transactions” rev-
enues in the Consolidated Statements of Income. In fiscal 2003,
2002 and 2001, the Company recognized a net gain of $1.8 mil-
ion, $56.6 million and $9.7 million, respectively, for the ineffective
portion of all fair value hedges.

13 CUSTOMER ACTIVITIES

CUSTOMER CREDIT RISKS

The Company’s clearance activities for both clearing clients and
customers involve the execution, settlement and financing of
customers’ securities and futures transactions. Customers’
securities activities are transacted on either a cash or margin
basis, while customer futures transactions are generally trans-
acted on a margin basis, subject to exchange regulations.

In connection with the customer clearance activities, the
Company executes and clears customers’ transactions involving
the sale of borrowed securities (“short sales”), entering into
futures transactions and the writing of option contracts. These
transactions may expose the Company to loss if customers are
unable to fulfill their contractual obligations and customers’ mar-
gin deposits are insufficient to fully cover their losses. In the
event customers fail to satisfy their obligations, the Company
may be required to purchase or sell financial instruments at pre-
vailing market prices to fulfill the customers’ obligations.

The Company seeks to control the risks associated with its cus-
tomers’ activities by requiring them to maintain margin collateral
in compliance with various regulatory and internal guidelines. The
Company monitors required margin levels and, pursuant to such
guidelines, may require customers to deposit additional cash or
collateral or reduce positions when deemed necessary. The
Company also establishes credit limits for customers engaged in
futures activities and monitors credit compliance daily. Additicnally,
with respect to the Company’s correspondent clearing activities,
introducing correspondent firms guarantee the contractual obli-
gations of their custocmers. Further, the Company seeks to
reduce credit risk by entering into netting agreements with cus-
tomers, which permits receivables and payables with such cus-
tomers to be offset in the event of a customer’s default.

In connection with the Company's customer financing and secu-
rities settlement activities, the Company may pledge certain cus-
tomers’ securities collateral to satisfy exchange margin deposit

requirements or to support various secured financing sources
such as bank loans, securities loaned and repurchase agree-
ments. In the event counterparties are unable to meet their con-
tractual obligations to return customer securities pledged as
collateral, the Company may be exposed to the risk of acquiring
the securities at prevailing market prices to satisfy its obligations
to customers. The Company seeks to control this risk by moni-
toring the market value of securities pledged and by requiring
adjustments of collateral levels in the event of excess exposure.
Moreover, the Company establishes credit limits for such activi-
ties and monitors credit compliance daily.

CONCENTRATIONS OF CREDIT RISK

The Company is engaged in various securities underwriting, bro-
kerage and trading activities. These services are provided to a
diverse group of domestic and foreign corporations and partner-
ships, governments, individuals and institutional investors. A sub-
stantial portion of the Company’s transactions are collateralized
and are executed with, or made on behalf of, institutional
investors, including other brokers and dealers, commercial
banks, insurance companies, pension plans, mutual funds,
hedge funds and cther financial institutions. The Company’s
exposure to credit risk, associated with the nonperformance of
customers in fulfilling their contractual obligations pursuant to
securities and futures transactions, can be directly affected by
volatile or illiquid trading markets, which may impair customers’
ability to satisfy their obligations to the Company. The Company
attempts to minimize credit risk associated with these activities
by monitoring customers’ credit exposure and collateral values
and requiring, when deemed necessary, additional collateral to
be deposited with or returned to the Company.

A significant portion of the Company's securities processing
activities includes clearing transactions for hedge funds, broker-
dealers, market makers and other professional traders. Due to
the nature of their operations, which may include significant lev-
els of credit extension such as leveraged purchases, short selling
and option writing, the Company may have significant credit
exposure should these customers be unable to meet their com-
mitments. In addition, the Company may be subject to concen-
tration risk through providing margin to these customers holding
large positions in certain types of securities, securities of a single
issuer, including sovereign governments, issuers located in a
particular country or geographic area, or issuers engaged in
a particular industry, where the Company receives such large
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positions as collateral. The Company seeks to control these risks
by monitoring collateral levels for compliance with both regulatory
and internal guidelines. Additional collateral is obtained when
necessary. To further control these risks, the Company has
deVeloped computerized risk control systems that analyze cus-
tomers' sensitivity to major market movements. The Company
will require customers to deposit additional margin collateral or
reduce positions if it is determined that customers’ activities may
be subject to above-normal market risks.

14 TRANSFERS OF FINANCIAL ASSETS

AND LIABILITIES
SECURITIZATIONS
The Company regularly securitizes commercial and residential
mortgages, consumer receivables and other financial assets.
Interests in these securitized assets may be retained in the form of
senior or subordinated securities or as residual interests. These
retained interests are included in “Financial Instruments Owned” in
the Consolidated Statements of Financial Condition and are car-
ried at far value. Securitization transacticns are generally treated
as sales, with resulting gain or loss included in “Principal
Transactions” revenues in the Consolidated Statements of Income.
Consistent with the valuation of similar inventory, fair value is deter-
mined by broker-dealer price quotations and internal valuation
pricing models that utilize variables such as vyield curves, prepay-
ment speeds, default rates, loss severity, interest rate volatilities
and spreads. The assumptions used for pricing variaples are
based on observable transactions in similar securities and are fur-
ther verified by external pricing sources, when available.

The Company’s securitization activity is detailed below:

Agency Other Other
Mortgage- Mortgage- Asset-
Backed Backed Backed
(in billions) B
Total securitizations
Fiscal 2003 $59.0 $51.3 $54
Fiscal 2002 $55.0 $19.6 $4.0
Retained interests
As of November 30, 2003 $18 $14 $0.2
As of November 30, 2002 $17 $ 04 %02

The Company is an active market-maker in these securities and
therefore may retain interests in assets it securitizes, predomi-
nantly highly rated or government agency-backed securities. The

models employed in the valuation of retained interests use dis-
count rates that are based on the swap curve plus a spread. Key
points on the swap curve at November 30, 2003 were 2.36% for
2-year swaps and 4.71% for 10-year swaps and ranged from
1.17% to 5.44%. These models also consider prepayment
speeds, as well as credit losses. Credit losses are considered
through option-adjusted spreads that also utilize additional fac-
tors such as liquidity and optionality.

Key valuation assumptions used in measuring the current fair
value of retained interests in assets the Company securitized at
November 30, 2003 were as follows:

Agency Other Other
Mortgage- Mortgage- Asset-
Backed Backed ~ Backed
Weighted average
life (years) 511 588 3.89

Average prepayment
speeds {annual rate)
Credit losses

8%—35%
0.93%

0%-49% N/A
7.27% 2.66%

The following hypothetical sensitivity analysis as of November 30,
2003 illustrates the potential change in fair value of these
retained interests due to a specified change in the key valuation
assumptions. The interest rate changes represent a parallel shift
in the swap curve. This shift considers the effect of other vari-
ables, including prepayments. The remaining valuation assump-
tions are changed independently.

Agency Other Other
Mortgage- Mortgage- Asset-
Backed Backed Backed
(in millions) - -
Interest rates
50 basis point increase $(30.4) $(28.7) $(0.8)
100 basis point increase (68.5) (59.2) (2.3)
50 basis point decrease 16.4 235 1.1
100 basis point decrease 16.5 36.6 2.3
Prepayment speeds
10% increase 0.1 {1.2) N/A
20% increase (2.3 (2.5) N/A
10% decrease 36 15 N/A
20% decrease 7.6 2.9 N/A
Credit losses
10% increase {5.5) (15.3) (5.5)
20% increase (10.9) (29.6) (11.3)
10% decrease 56 16.7 59
20% decrease 11.4 351 11.3
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The previous table should be viewed with caution since the
changes in a single variable generally cannot occur without
changes in other variables or conditions that may counteract or
amplify the effect of the changes outlined in the table. In addition,
the table does not consider the change in fair value of hedging
positions which would generally offset the changes detailed in
the table, nor does it consider any corrective action that the
Company may take in response to changes in these conditions.
The impact of hedges is not presented because hedging posi-
tions are established on a portfolio level and allocating the impact
would not be practicable.

The following table summarizes cash flows from securitization
trusts related to securitization transactions during the fiscal year
ended November 30, 20083:

Agency Other Other
Mortgage- Mortgage- Asset-
o VBagkre_dh Backed Backed
(in millions) B ) e
Cash flows received
from retained interests $411.2 $165.6 $20.8
Cash flows
from servicing N/A $ 88 N/A

COLLATERALIZED FINANCING ARRANGEMENTS

The Company enters into secured borrowing or lending agree-
ments to obtain collateral necessary to effect settlements,
finance inventory positions, meet customer needs or re-lend as
part of its dealer operations.

The Company receives collateral under reverse repurchase
agreements, securities borrowing transactions, derivative transac-
tions, customer margin loans and other secured money-lending
activities. In many instances, the Company is permitted to rehy-
pothecate such securities. The Company also pledges financial
instruments owned to collateralize certain financing arrange-
ments. These securities are recorded as “Financial Instruments
Qwned, Pledged As Collateral” in the Consolidated Statements
of Financial Condition.

At November 30, 2003 and November 30, 2002, the Company
had received securities pledged as collateral that can be
repledged, delivered or otherwise used with a fair value of

approximately $223.09 bilion and $183.89 billion, respectively.
This collateral was generally obtained under reverse repurchase,
securities borrowing or margin lending agreements. Of these
securities received as collateral, those with a fair value of approx-
imately $140.69 billion and $115.70 billion were delivered or
repledged, generally as collateral under repurchase or securities
lending agreements or to cover short sales at November 30,
2003 and November 30, 2002, respectively.

15 CONSOLIDATION OF VARIABLE

INTEREST ENTITIES
The Company regularly creates or transacts with entities that
may be VIEs. These entities are an essential part of its securitiza-
tion, asset management and structured finance businesses. In
addition, the Company purchases and sells instruments that may
be variable interests.

The Company adopted the provisions of FIN No. 46 for VIEs cre-
ated after January 31, 2003 and for VIEs in which the Company
acquired an interest after January 31, 2003 with no material
impact on the consolidated financial statements. The Company
currently expects to early adopt the provisions of FIN No. 46 (R)
on February 29, 2004. Although the Company is still evaluating
the irﬁpact of FIN No. 46 (R) relating to interests in VIEs that
existed prior to January 31, 2003, it is reasonably possible that
FIN No. 46 (R) will require consolidation of, or additional disclo-
sures related to, the entities described below. Such adoption is
not currently expected to have a material impact on the consoli-
dated financial statements.

The Company acts as transferor, seller, investor, structurer or
underwriter in securitization transactions. These transactions typ-
ically involve entities that are qualifying special purpose entities as
defined in SFAS No. 140. However, occasionally such entities are
VIEs. The VIEs in these transactions own the securitized assets
and issue beneficial interests in such assets. The holders of the
beneficial interest have no recourse to the Company, only to the
assets held by the related VIE. In certain of these VIEs, the
Company is the primary beneficiary through its ownership of
certain beneficial interests, which it may sell in the normal course
of business.
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The Company also acts as portfolic manager and/or underwriter
in several collateralized debt obligation transactions. In these
transactions, the Company establishes a trust that purchases a
portfolio of assets and issues trust certificates that represent
interests in the portfolio of assets. In addition to receiving variable
compensation for managing the portfolio, the Company may also
retain certain trust certificates. In certain of these transactions
these interests result in the Company becoming the primary ben-
eficiary of these entities. The holders of the trust certificates have
recourse only to the underlying assets of the trusts and not to
other assets of the Company.

Assets held by VIEs, which are not currently consolidated, in
which the Company is the primary beneficiary, as discussed in
the preceding two paragraphs, approximated $1.18 billion at
November 30, 2003. The Company’s maximum exposure to a
loss as a result of its relationship with these VIEs is approximately
$7.4 million, which represents the fair value of its interests and is
reflected in the consclidated financial statements.

The Company also owns significant variable interests in several
VIEs related to collateralized debt obligations or asset securitiza-
tions for which the Company is not the primary beneficiary and
therefore does not consolidate these entities. In aggregate, these
VIEs have assets approximating $2.28 billion. At November 30,
2003 the Company’s maximum exposure 1o loss from these
entities approximates $10.4 million, which represents the fair
value of its interests and is reflected in the consclidated financial
statements.

The Company purchases and sells interests in entities that may
be deemed to be VIEs in its market-making capacity in the ordi-
nary course of business. As a result of these activities, 1t is rea-
sonably possible that such entities may be consolidated and
deconsolidated at various points in time. Therefore, the
Company's variable interests included above may not be held by
the Company in future periods.

16 COMMITMENTS AND CONTINGENCIES
In the ordinary course of business, the Company has commit-
ments in connection with various activities, the most significant of
which are as follows:

LEASES

The Company occupies office space under leases that expire at
various dates through 2018. At November 30, 2003, future mini-
mum aggregate annual rentals payable under non-cancelable
leases (net of subleases), including 383 Madison Avenue in New
York City, for fiscal years 2004 through 2008 and the aggregate
amount thereafter, are as follows:

(in thousands)

FISCAL YEAR

2004 $ 48,677
2005 47,648
2006 45,813
2007 45,429
2008 42,627
Thereafter 186,832

The various leases contain provisions for periodic escalations
resulting from increased operating and other costs. Rental
expense, including escalations and net of sublease rental
income, under these leases was $108.1 million, $113.2 million
and $100.5 million for the fiscal years ended November 30,
2003, 2002 and 2001, respectively.

COMMERCIAL LENDING

In connection with certain of the Company's business activities,
the Company provides financing or financing commitments to
investment-grade and non-investment-grade companies in the
form of senior and subordinated debt, including bridge financing.
Commitments have varying maturity dates and are generally con-
tingent on the accuracy and validity of certain representations,
warranties and contractual conditions applicable to the borrower.
Commercial lending commitments to investment-grade borrow-
ers aggregated approximately $1.32 billion at November 30,
2003 (gross commitments of approximately $1.96 billion less
$644.0 million of associated hedges). Commercial lending com-
mitments to non-investment-grade borrowers approximated
$1.14 bilion at November 30, 2003.
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PRIVATE EQUITY-RELATED INVESTMENTS AND
PARTNERSHIPS

In connection with the Company’s merchant banking activities,
the Company has commitments to invest in merchant banking
and private equity-related investment funds as well as commit-
ments to invest directly in private equity-related investments. At
November 30, 2003, such commitments aggregated $601.0 mil-
lion. These commitments will be funded, if called, through the
end of the respective investment periods, the longest of such
periods ending in 2010.

UNDERWRITING

In connection with the Company's mortgage-backed securitiza-
tions and equity underwriting, the Company had commitments to
purchase and sell new issues of securities aggregating $411.1
million at November 30, 2003.

LETTERS OF CREDIT

At November 30, 2003, the Company was contingently liable for
unsecured letters of cradit of approximately $2.16 billion and let-
ters of credit of $776.4 million secured by financial instruments,
primarily used to provide coliateral for securities borrowed and to
satisfy margin requirements at option and commodity exchanges.

BORROW VERSUS PLEDGE

At November 30, 2003, the Company had pledged securities,
primarily US government and agency securities with a market
value of approximately $2.61 billion as collateral for securities
borrowed with an approximate market value of $2.54 billion.

OTHER
The Company participates in the acquisition, securitization, servic-
ing, financing and disposition of commercial and residential loans.

At November 30, 2003, the Company had entered into commit-
ments to purchase or finance mortgage loans of $863.1 million.

The Company had commitrments to purchase Chapter 13 and other
credit card receivables of $183.1 million at November 30, 2003.

The Company has entered into agreements with providers of
hardware, software, data processing and systems consulting
services. At November 30, 2003, commitments over the remain-
ing life of these agreements aggregated $53.6 million.

With respect to certain of the commitments outlined above, the
Company utilizes various hedging strategies to actively manage its
market, credit and liquidity exposures. Additionally, since these com-
mitments may expire unused, the total commitment amount does
not necessarily reflect the actual future cash funding requirements.

LITIGATION

In the normal course of business, the Company has been named
as a defendant in various lawsuits that involve claims for sub-
stantial amounts. Also, the Company is involved from time to
time in investigations and proceedings by governmental agencies
and seff-regulatory organizations. Although the ultimate outcome
of these matters cannot be ascertained at this time, it is the opin-
ion of management, after consultation with counsel, that the
resolution of the foregoing matters will not have a material
adverse effect on the financial condition of the Company, taken
as a whole; such resolution may, however, have a material effect
on the operating results in any future period, depending on the
level of income for such period.
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17 GUARANTEES

In the ordinary course of business, the Company issues various
guarantees to counterparties in connection with certain deriva-
tive, leasing, securitization and other transactions. On February 28,
2003, the Company adopted the new disclosure requirements
for guarantees in accordance with FIN No. 45, “Guarantor’s
Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others.” On
January 1, 2003, the Company adopted the recognition require-
ments of FIN No. 45, reguiring the Company to recognize a liabil-
ity at the inception of certain guarantees for obligations it has
undertaken in issuing the guarantees. The adoption of FIN No.
45 did not have a material effect on the consolidated financial
statements.

The guarantees covered by FIN No. 45 include contracts that
contingently require the guarantor to make payments to the
guaranteed party based on changes related to an asset, a liabil-
ity or an equity security of the guaranteed party, contracts that
contingently require the guarantor to make payments to the
guaranteed party based on another entity’s failure to perform
under an agreement and indirect guarantees of the indebtedness

of others, even though the payment to the guaranteed party may

not be based on changes to an asset, liability or equity security
of the guaranteed party. In addition, FIN No. 45 covers certain
indemnification agreements that contingently require the guaran-
tor to make payments to the indemnified party, such as an
adverse judgment in a lawsuit or the imposition of additional
taxes due to either a change in the tax law or an adverse inter-
pretation of the tax law.

The following table sets forth the maximum payout/notional amounts associated with the Company’s guarantees as of November 30, 2003:

Amount of Guarantee Expiration Per Period

Greater
Less Than One to Three Three to Than Five
(in millions) One Year Years Five Years Years Total
Derivative contracts (notional)(1) $163,738 $160,798 $110,275 $63,996 $498,807
Municipal securities 1,708 727 — — 2,435
Residual value guarantee — — 570 — 570

(1) The carrying value of these derivatives approximated $7.06 billion.
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DERIVATIVE CONTRACTS

The Company’s dealer activities cause it to make markets and
trade a variety of derivative instruments. Certain derivative con-
fracts that the Company has entered into meet the accounting
definition of a guarantee under FIN No. 45. Derivatives that meet
the FIN No. 45 definition of guarantees include credit default
swaps (whereby a default or significant change in the credit qual-
ity of the underlying financial instrument may obligate the
Company to make a payment), certain written call and put
options, swaptions, as well as floors, caps and collars. Since the
Company does not track the counterparties’ purpose for enter-
ing into a derivative contract, it has disclosed derivative contracts
that are likely to be used to protect against a change in an under-
lying financial instrument, regardless of their actual use.

On certain of these contracts, such as written interest rate caps
and floors and foreign currency options, the maximum payout
cannot be guantified since the increase in interest rates and for-
eign exchange rates is not contractually limited by the terms of
the contracts. As such, the Company has disclosed notional
amounts as a measure of the extent of its involvement in these
classes of derivatives rather than maximum payout. Notional
amounts do not represent the maximum payout and generally
overstate the Company’s exposure to these contracts. These
derivative contracts are recorded at fair value which approxi-
mated $7.06 billion at November 30, 2003.

In connection with these activities, the Company attempts to miti-
gate its exposure to market risk by entering into a variety of offset-
ting derivative contracts and security positions. For a discussion of
derivatives, see Risk Management and Management’s Discussion
and Analysis of Financial Condition and Results of Operations.

MUNICIPAL SECURITIES

In 1997, the Company established a program whereby it has cre-
ated a series of municipal securities trusts in which it has retained
interests. These trusts purchase fixed-rate, long-term, highly
rated, insured or escrowed municipal bonds financed by the
issuance of trust certificates. Certain of the trust certificates enti-
tle the holder to receive future payments of principal and variable
interest and to tender such certificates at the option of the holder
on a periodic basis. The Company acts as placement agent and

as liquidity provider. The purpose of the program is to allow the
Company’s clients to purchase synthetic short-term, floating-rate
municipal debt that does not otherwise exist in the marketplace.
In the Company's capacity as liquidity provider to the trusts, the
maximum exposure to loss at November 30, 2003 was approxi-
mately $2.44 billion, which represents the outstanding amount of
all trust certificates. This exposure to loss is mitigated by the
underlying municipal bonds. The underlying municipal bonds in
the trusts are either AAA- or AA-rated, insured or escrowed to
maturity. Such bonds had a market value, net of related hedges,
approximating $2.45 billion at November 30, 2003.

RESIDUAL VALUE GUARANTEE

The Company has entered into a new operating lease arrange-
ment for its worldwide headquarters at 383 Madison Avenue
(the “Synthetic Lease"). Under the terms of the Synthetic Lease,
the Company is obligated to make monthly payments based on
the lessor's underlying interest costs. The Synthetic Lease
expires on August 15, 2008, after which the Company may
request a renewal. If the lease renewal cannot be negotiated, the
Company has the right to purchase the building for the amount
of the then outstanding indebtedness of the lessor or to arrange
for the sale of the property with the proceeds of the sale to be
used to satisfy the lessor's debt cbligation. If the sale of the prop-
erty does not generate sufficient proceeds to satisfy the lessor's
debt obligation, the Company is required to fund the shortfall up
to a maximum residual value guarantee. As of November 30,
2003, there was no expected shortfall and the residual value
guarantee approximated $570 million.

INDEMNIFICATIONS

The Company provides representations and warranties to coun-
terparties in connection with a variety of commercial transac-
tions, including certain asset sales and securitizations and
occasionally indemnifies them against potential losses caused by
the breach of those representations and warranties. To mitigate
these risks with respect to assets being securitized that have
been originated by third parties, the Company seeks to obtain
appropriate representations and warranties from such third-party
originators upon acquisition of such assets. The Company
generally performs due-diligence on assets purchased and main-
tains underwriting standards for assets originated. The Company
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may also provide indemnifications to some counterparties to pro-
tect them in the event additional taxes are owed or payments are
withheld, due either to a change in or adverse application of cer-
tain tax laws. These indemnifications generally are standard con-
tractual terms and are entered into in the normal course of
business. Generally, there are no stated or notional amounts
included in these indemnifications, and the contingencies trigger-
ing the obligation to indemnify are not expected to occur.

Maximum payout information under these indemnifications is
not readily available because of the number, size, and lives of
these transactions. In implementing this accounting interpreta-
tion, the Company reviewed its experience with the indemnifica-
tions on these structures, Based on such experience, it is unlikely
that the Company will have to make significant payments under
these arrangements.

OTHER GUARANTEES

The Company is a member of numerous exchanges and clearing-
houses. Under the membership agreements, members are gen-
erally required to guarantee the performance of other members.
Additionally, if a member becomes unable to satisfy its obligations
to the clearinghouse, other members would be required to meet
shortfalls. To mitigate these performance risks, the exchanges
and clearinghouses often require members to post collateral. The
Company’s maximum potential liability under these arrangements
cannot be quantified. However, the potential for the Company to
be required to make payments under these arrangements is
unlikely. Accordingly, no contingent liability is recorded in the con-
solidated financial statements for these arrangements.

18 SEGMENT AND GEOGRAPHIC AREA DATA
The Company operates in three principal segments—Capital
Markets, Global Clearing Services and Wealth Management.

These segments offer different products and services and are
managed separately as different levels and types of expertise are
required to effectively manage the segments’ transactions.

The Capital Markets segment comprises the institutional equities,
fixed income and investment banking areas. The Capital Markets
segment operates as a single integrated unit that provides the
sales, trading and origination effort for various fixed income,
equity and advisory products and services. Each of the three
businesses works in tandem to deliver these services to institu-
tional and corporate clients.

Institutional equities consists of research, sales and trading in
areas such as domestic and international equities, block trading,
convertible bonds, over-the-counter equities, equity derivatives,
risk and convertible arbitrage and through & joint venture, the
NYSE, American Stock Exchange, Inc. (*fAMEX") and Inter-
national Securities Exchange specialist activities. Fixed income
includes sales, trading and research provided to institutionai
clients across a variety of products such as mortgage- and
asset-backed securities, corporate and government bonds,
municipal bonds, high yield products, foreign exchange and
interest rate and credit derivatives. Investment banking provides
services in capital raising, strategic advice, mergers and acquisi-
tions and merchant banking. Capital raising encompasses the
Company’s underwriting of equity, investment-grade, municipal
and high yield debt products.

The Global Clearing Services segment provides execution, clearing,
margin lending and securities borrowing to facilitate customer short
sales to clearing clients worldwide. Prime brokerage clients include
hedge funds and clients of money managers, short sellers, aroi-
trageurs and other professional investors. Fully disclosed clients
engage in either the retail or institutional brokerage business.
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continued

The Wealth Management segment is composed of the PCS and
asset management areas. PCS provides high-net-worth individu-
als with an institutional level of investment service, including
access to the Company's resources and professionals. Asset
management manages equity, fixed income and alternative
assets for leading corporate pension plans, public systems,
endowments, foundations, muiti-employer plans, insurance com-
panies, corporations, families and high-net-worth individuals in
the US and abroad.

The three business segments comprise many business areas
with interactions among each. Revenues and expenses include

Fiscal Years E_n_dgzd November 30,

those that are directly related to each segment. Revenues from
intersegment transactions are based on specific criteria or
agreed-upon rates with such amounts eliminated in consolida-
tion. Individual segments also include revenues and expenses
relating to various items, including corporate overhead and
interest, which are internally allocated by the Company primarily
based on balance-sheet usage or expense levels. The Company
generally evaluates performance of the segments based on net
revenues and profit or loss before provision for income taxes.

(in thousands)

NET REVENUES

Capital Markets
Institutional equities
Fixed income

~Investment banking

Total Capital Markets

Global Clearing Services
Wealth Management
Other(")

Total net revenues

PRE-TAX INCOME
Capital Markets

Global Clearing Services
Wealth Management
Other(

Total pre-tax income

As of November 30,

SEGMENT ASSETS
Capital Markets

Global Clearing Services
Wealth Management
Other(™m

Total segment assets

2003 2002 2001 7
'S 932,567 | $ 1,117,762 $ 1,131,124
| 2,025,483 | 1,938,045 1,602,034
961,267 | 8717 752473
4,819,317 | 3,939,524 3,485,631
| 784,072 778,087 810,601
511,307 498,411 543,495
(120205 (87786) 67308
,$ 5994491  $ 5128236  § 4,907,085
'$ 1,924,0M $ 1343912 $ 867,166
| 245,531 265,327 249,754
19,217 11,616 40,314
 (416,550) (309,892) (222,790)
'$ 1,772,269 | $ 1,310,963 $ 934444
e —
2003 2002 2001
$143,866,138 $123,332,776 $137,845,003
69,974,025 | 60,754,131 52,137,242
3,705,922 | 3,555,762 3,860,954
(5377,975). (2,788,246) - (8,312,971)
1 $212,168,110 | $184,854,423 $185,530,028

e — |

(1) Includes consolidation and elimination entries, unallocated revenues (predominantly interest) and certain corporate administrative functions, including certain legal costs and costs
related 1o the CAP Plan, which approximated $193.0 million, $154.0 million and $123.0 million for the fiscal years ended November 30, 2003, 2002 and 2001, respectively.
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continued

The operations of the Company are conducted primarily in the United States of America. The Company also maintains offices in
Europe, Asia and Latin America. The following are net revenues, income before provision for income taxes and assets by geographic

region for the fiscal years ended November 30:

(in thousands)

US net revenues
Non-US net revenues

Consolidated net revenues

US income before provision for income taxes
and cumulative effect of change in accounting principle
Non-US income before provision for income taxes and
cumulative effect of change in accounting principle

Consolidated income before provision for income taxes
and cumulative effect o_f_ghgnge in accounting principle

US assets
Non-US assets
Eliminations

Consolidated assets

Because of the international nature of the financial markets and
the resultant integration of US and non-US services, it is difficult
to precisely separate foreign operations. The Company conducts
and manages these activities with a view toward the profitability
of the Company as a whole. Accordingly, the foreign operations
information is, of necessity, based on management judgments
and internal allocations. Favorable business conditions during fis-
cal 2003, including low interest rates and a steep yield cuPve,
helped to benefit fixed income revenues for certain non-US
entities. Additionally, increased revenues in international equities
driven by increased European customer activity has also helped
to increase non-US net revenues during fiscal 2008 compared to
fiscal 2002. Employee compensation and benefits as a per-
centage of net revenues for certain non-US entities decreased
in fiscal 2003 compared to fiscal 2002 resulting in increased
non-US income.

2003 2002 2000
|$ 5493407 5 4,663264 $ 4,355,784
501,084 464,972 551,251
_|s 5,904,491 $ 5,128,236 § 4,907,035
$ 1,704,808 $ 1,296,656 $ 912,443
67,311 14,307 22,001

$ 1,772,269 $ 1310,963 $ 934444
1$279,673,476 $222,453,066 $199,597,987
43,432,505 39,965,312 33,858,496
(110,937,961)] (77,563,955  (47,926,255)

$ 212,168,110 $184,854,423 $185,530,228

19 BUSINESS ACQUISITION

At the close of business on April 20, 2001, the Company,
through a joint venture, completed an acquisition of the assets
(including specialist rights) and the assumption of certain liabili-
ties of Wagner Stott Mercator. The Company participates,
through a majority-owned joint venture, in specialist activities on
the NYSE, AMEX and International Securities Exchange. For
fiscal 2003, 2002, and 2001, the Company included revenues
from specialist activities in “Principal Transactions” revenues in
the Consolidated Statements of Income. Due to the occurrence
of a Control Event triggered in December 2003, as defined by the
joint venture Operating Agreement, the Company is now entitled
to designate a majority of the voting members of the Manage-
ment Committee, which would result in a controlling interest.
As a result, commencing in fiscal 2004, the Company will begin
consolidating this entity. Such consolidation is not currently
expected to have a material impact on the consolidated financial
statements.
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continued
20 QUARTERLY INFORMATION (UNAUDITED)
First Quarter Second Quarter Third Quarter Fourth Quarter Total —l

(in thousands, except per share data) o ‘
FISCAL YEAR ENDED NOVEMBER 30, 2003
Revenues $1,837,915 $1,850,212 $1,842,271 $1,865,046  $7,395,444
Interest expense 322481 387,492 357,211 333,769 1,400,953 |
Revenues, net of interest expense 1,615,434 1,462,720 1,485,060 1,531,277 5,994,491 .
Non-interest expenses ‘

Employee compensation and benefits 757,889 692,181 681,745 748,880 2,880,695

Other 332,346 342,409 - 321,138 345,634 1,341,527
Total non-interest expenses 1,090,235 1,034,590 1,002,883 1,094,514 4,222,222 |
income before provision for income taxes 425,199 428,130 482,177 436,763 1,772,269
Provision for income taxes 150,946 147,719 168,762 148,436 615,863
Net income $ 274,253 $ 280,411 $ 313,415 $ 288,327  $1,156,406
Basic earnings per share(!) 3 2.21 $ 2.27 $ 2.54 $ 2.43 $ 9.44
Diluted earnings per share(?) 3 2.00 $ 2.05 $ 2.30 $ 2.19 $ 8.52
Cash dividends declared per common share $ o1 § o017 § 020 $ 020 S$ 074 '

First Quarter Second Quarter Third Quarter Fourth Qu@er Total

{in thousands, except per share data)
FISCAL YEAR ENDED NOVEMBER 30, 2002
Revenues $1,718,144 $2,070,404 $1,581,397 $1,520,871 $6,890,816
Interest expense o 478966 462,738 427,013 393,863 1,762,580
Revenues, net of interest expense 1,239,178 1,607,666 1,154,384 1,127,008 5,128,236
Non-interest expenses

Employee compensation and benefits 633,642 713,569 595,616 565,370 2,508,197

Other 332,009 374,645 313,564 288,858 1,309,076
Total non-interest expenses 965,651 1,088,214 909,180 854,228 3,817,273
Income before provision for income taxes 273,527 519,452 245,204 272,780 1,310,963
Provision for income taxes 93,001 176,600 80,786 82,231 432,618
Net income $ 180,526 $ 342,852 $ 164,418 $ 190,549 $ 878,345
Basic earnings per share(!) $ 1.39 $ 2.80 $ 1.32 $ 1.48 $ 7.00
Diluted earnings per share $ 1.29 $ 2.59 $ 1.23 $ 1.36 $ 6.47
Cash dividends declared per common share $§ 015 § 015 § 015 § 017 § 062

(1) Due to rounding and/or the effect of averaging the number of shares of common stock and common stock equivalents throughout the year, the sum of the quarters’ earnings per
share amounts does not equal the full fiscal year amount.
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THE BEAR STEARNS COMPANIES INC.
CORPORATE INFORMATION

PRICE RANGE OF COMMON STOCK AND DIVIDENDS
The common stock of the Company is traded on the NYSE
under the symbol BSC. The following table sets forth for the
periods indicated the closing high and low prices for the common
stock and the cash dividends declared on the common stock.

As of February 12, 2004, there were 1,859 holders of record
of the Company’s common stock. On February 12, 2004,
the last reported sales price of the Company's common stock
was $85.84.

Dividends are payable on January 15, April 15, July 15 and
October 15 in each year on the Company’s outstanding
Cumulative Preferred Stock, Series E; Cumulative Preferred

Stock, Series F; and Cumulative Preferred Stock, Series G
(collectively, the “Preferred Stock”). The terms of the Preferred
Stock require that all accrued dividends in arrears be paid prior to
the payment of any dividends on the common stock.

Since the Company is a holding company, its ability to pay
dividends is limited by the ability of its subsidiaries to pay
dividends and to make advances to the Company. See the Notes
to Consolidated Financial Statements under the caption
“Regulatory Reguirements” and Management’s Discussion and
Analysis of Financial Condition and Results of Operations under
the caption “Regulated Subsidiaries” for a further description of
the restrictions on dividends.

Cash Dividends
Declared Per

High Low Common Share
FISCAL YEAR ENDED NOVEMBER 30, 2003
First Quarter (through February 28, 2003) $65.18 $58.65 $0.17
Second Quarter (through May 31, 2003) 71.27 59.05 0.17
Third Quarter (through August 31, 2003) 82.55 65.11 0.20
Fourth Quarter (through November 30, 2003) 78.31 69.29 0.20
FISCAL YEAR ENDED NOVEMBER 30, 2002
First Quarter (through February 28, 2002) $62.10 $53.87 $0.15
Second Quarter (through May 31, 2002) 66.53 56.16 015
Third Quarter (through August 31, 2002) 67.39 52.70 015
66.05 51.92 017

Fourth Quarter (through November 30, 2002)

REQUESTS FOR FINANCIAL INFORMATION

A copy of The Bear Stearns
Companies Inc. Annual Report,
Forms 10-K, 10-Q and

8-K along with other Securities

TRANSFER AGENT

AND REGISTRAR

Mellon Investor

Services L.L.C.

Overpeck Centre
Ridgefield Park, NJ 07660
(800) 279-1229

and Exchange Commission
filings are available through
www.bearstearns.com, cr

by writing: LEGAL COUNSEL
Investor Relations Department Cadwalader, Wickersham
The Bear Stearns Companies Inc. & Taft LLP

383 Madison Avenue
New York, NY 10179

100 Maiden Lane
New York, NY 10038

or by calling our autormated (212) 504-6000

service for financial information
requests: (800) 417-2327

AUDITORS

Deloitte & Touche LLP

2 World Financial Center
New York, NY 10281
(212) 436-2000

INVESTOR RELATIONS
Elizabeth Ventura

(212) 272-9251
ir@bear.com

MEDIA RELATIONS
Elizabeth Ventura
(212) 272-9251
Russell Sherman
(212) 282-5219
media@bear.com

INFORMATION CENTER
(212) 272-3939

Design by Bear Stearns / www.bearstearns.com and Curran & Connors, Inc. / www.curran-connors.com

Photography by Erika Larsen and James A. Irvine
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